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ow temporary 


is your “temporary” help? 





You know from experience that it’s 
usually not temporary at all ... that 
almost invariably it becomes a 
permanent boost in your current 
operating expense. 

For the day is past when the prob- 
lems of office operation could be 
profitably met with stop-gap meas- 
ures. The increased tempo of today’s 
business demands modern methods 
and equipment. It requires mechan- 
ized efficiency to keep your office 
payroll stable. 





With the proper machines for each 
job, your personnel can do their 
work much faster with less effort 
There’s less need for emergency 
hiring even during peak periods 
Up-to-the-minute data and figures 
are on your desk when you reach for 
them overtime is pared to a 
thrifty minimum. 


Why not call in your local Burroughs 
representative today? Burroughs 
Adding Machine Company, Detroit 
32, Michigan. 


WHEREVER THERE'S BUSINESS THERE’S Bu rroughs 


THE MARK OF SUPERIORITY 


IN MODERN BUSINESS MACHINE 





Simple 
Arithmetic 


It is obvious that when ex- 
perience is added to experi- 
ence the resultant sum is 
greater knowledge. ” » 
George La Monte & Son has 
had more than three-quarters 
of a century of cumulative 
experience in making safety 
papers, and nothing but 
safety papers. » » La Monte 
check papers are the choice 
of a large majority of Ameri- 
ca’s foremost banks. 


GEORGE LA MONTE & SON 


NUTLEY *« NEW JERSEY 


atone 


SAFETY PAPER FOR CHECKS 


THE WAVY LINES @ ARE 
A LA MONTE TRADE-MARK 
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“Smart management here — 


this new machine will 


save time for 








everybody !" 


This National Window Posting Machine saves eres * Get this FREE 20- 
" 7 —— pag ooklet sk 
money for everybody. Serves customers faster. page booklet. Ask 
Simplifies the operator’s work. Eliminates all ’ : 
- ati , representative, or 
back-office posting. \ Monet b write to The No- 


your local Natu 
/ 


There’s a National for every accounting need. 3 a ort tional Cash Register 
The time and money they save quickly repays sh, ws | Company, Dayton 
. ° ° <t 6 ’ 
their purchase price—and then continues as W 9, Ohio. 
lower operating costs. 
Smart management knows that a capital 
investment to reduce expense is just as im- 
portant as one to increase business. 
Let your local National representative show ACCOUNTING MACHINES 
you the equipment you are interested in. CASH REGISTERS * ADDING MACHINES 


THE NATIONAL CASH REGISTER COMPANY 
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BIRD’S-EYE VIEW OF THE 
JECEMBER ARTICLES 


ANNUAL REPORTS 
By Frank J. Carr 


This highly interesting paper ably discusses not only the annual report 
and many of its important presentations but, also, the social foundations 
and the behind-the-scenes activities of profit-making endeavor 


THE SELECTION AND TRAINING OF AUDIT PERSONNEL 
By Morgan O. Smith 


The article makes a concrete and valuable contribution to the art of 
applying sound human relations in the selection and training of internal 
auditors 


THE INTERNAL AUDITOR'S RESPONSIBILITY FOR SYSTEMS AND 


PROCEDURES 
By Phillips C. Salman 


This paper will undoubtedly stimulate further discussion on a subject 
i i 
that is a controversial one 


THE PUBLIC ACCOUNTANT'S APPROACH TO MACHINE BOOKKEEPING 
By Thomas D. Flynn 


Containing some useful ideas for the internal auditor, this paper presents 
a rather new viewpoint in relation to its subject 


AUDITING THE PURCHASING DEPARTMENT 
By William E. Tuck 


This is considered a good paper in view of the popularity of this type of 
presentation 


THE INTERNAL AUDITOR'S RESPONSIBILITIES 
By Lorn McLean 


Prefaced by a brief historical note, this article states the basis of and 
rounds out an able discussion of an internal auditor’s responsibilities 


BANK AUDITING AND INTERNAL CONTROLS 
By Charles E. Hamilton 


This article interestingly gives an insight into banking problems; it can 
be read with profit by all members 


ORGANIZATION PLANNING—ITS PURPOSE, SCOPE, AND RELATION- 
SHIP TO INTERNAL AUDITING 


By Frank A. Lamperti 


In this article is presented a thorough-going discussion of organization 
planning, its basis, scope, and field of application 
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What a general manager needs these days 
is a map through the maze of perils called 
the Inventory Problem 

If his inventory is too high, he may be 
trapped by falling prices, obsolescence o1 
carrying costs. If it gets low, he risks cu’- 
tomer complaints. 

McBee Keysort can report daily, at less 
cost than any other method... 


1. What is and what isn’s being sold 

2. What quantities are on hand, and how 
long they've been there 

3. What must be bought or made whe 





pare nUNDREDE 


Up aa 


Selling efficiency is increased because 
McBee Keysort enables a general manager 
to coordinate orders and sales pressures 
with inventory. 

Production costs can be cut because 
Keysort job and material tickets check 
work-in-process, permit tighter scheduling 

Balanced inventory is rigidly controlled 
inventory. McBee controls it with simple 
inexpensive, flexible methods that save 
time. money, work and worry 

There’s a McBee man near you. Ask 
him to drop in. Or write us 


PISO OSOSUUG \ 
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The magic McBee Keysort card. 


When notched, the pre-coded holes 
along the edges make this card me- 
chanically articulate. They make it 
easy to collect a wealth of data... 
classify it. . . file it. . . find it . 
use it... quickly and accurately. 








THE MeBEE COMPANY 


ri 


Sole Manufacturer of Keysort, 
The Marginally Punched Card. 
295 Madison Ave., New York. Offices in 
principal cities. McBee Co., Ltd., 310 
Spadina Ave, Toronto 2B, Ont., Can. 
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THE PRESIDENT’S PAGE 


HIS is my first opportunity to extend a hearty greeting to all of our 

members. I know those who were at Toronto had a magnificent 
reception and glorious time, and I trust our heartfelt thanks and enjoy 
ment of our stay will repay in some degree all the efforts of our Toronto 
Chapter to make us welcome 

Our theme of this year “Broadening Our Horizons” is inspired by 
the desire to encourage our members to widen the scope of their audits 
and assist them in every way possible to do so; and our program for 
this year has been designed with this in mind. Your new regional 
vice-presidents and regional directors will be working with you through 
out the year. Tue INstirure’s new publication “Internal Auditing in 
Industry” will give you notable contributions from leading internal 
auditors in many fields and will open up new channels of thought for 
your interest 

In my remarks at Toronto I stated that the auditor has an un 
qualed opportunity to be of service to management. His position is 
unique as compared with all others in business in that the avenues of 
his work afford him a comprehensive knowledge and over-all perspec 
tive of the business. Tue INstirure will continue to do everything 
possible to assist its members to avail themselves of that opportunity 


I believe that the words of the great German poet and philosopher, 
Goethe, are especially significant to us 

“Tt is much easier to recognize error than find truth, for error lies 
on the surface and may be overcome, but truth lies in the depths, and to 
search for it is not given to everyone.” 

How true these words are. and how well can we relate them to 
internal auditing. Perhaps they may help us to crystallize the differ 
ence between clerical auditing and managerial auditing, for we all 
recognize that the performance of clerical auditing is primarily the 
ability to recognize error, whereas managerial auditing necessarily 
embraces far more than a determination that accounting practices and 
procedures are in accordance with standardized systems and instruc 
tions. Internal auditors must ever be zealous in the search for truth 
for the avenues open to them are not open to everyone 

Merry Christmas and Happy New Year! 

J. B. ParKer 


/ 














THE EIGHTH ANNUAL 
By JOHN A. EDDS, 


f THE BANK OF NOVA SCOTIA. TORONTC 


‘HE Eighth Annual Conference, held at the Royal York Hotel, Tor 
onto, on October 9. 10, 11 was proclaimed an outstanding success 
Some 460 members and guests from 29 Chapters participated in the 
various events, and we were especially honoured by the presence of 
Mr. S. F. De La Cruz, President of the Manila Chapter, who flew over 
10,000 miles to attend the Conference. In spite of the fact that, for 
many of the Toronto Chapter members it was their first experience in 
organizing and managing such an undertaking, everyone agreed that 
Conference Chairman Bill Townsend and his hard-working assistants 
lisplayed a really professional touch in staging the Conference. We 
extend our congratulations and sincerest thanks to Bill Townsend and 


ill the Conference Committee members 


The theme of the Conference was “Internal Auditing Instru 


ment of Control.” and a review of the highlights follows 


SUNDAY, OCTOBER 9th 
Some 60-70 members assembled in the Tudor Room at 2:00 P.M 
for a consideration of the important subject of Chapter Activities. The 
meeting was presided over by Charles Ghesquiere, Second Vice-Presi 


dent, and several ( hapter Presidents r ported on the scope of ac tivities 


n their respective Chapters. Brad Cadmus expressed the view that 
there was a general desire for more frequent discussions at Chapter 
meetings of explanations by members of just exactly how various phases 
f audit procedures are carried out in their respective companies. Aftei 
a discussion period, the meeting was brought to a close around 4:00 P.M 
As there were no further organized activities that day, the visiting mem 
bers took the opportunity to make new acquaintances and renew old 
Many were pleasantly surprised to find that the rumors about Toronto’s 
unbearable Sundays were not too well founded on fact! 


MONDAY, OCTOBER 10th 


The first item on the agenda for Monday was the official opening 
of the Business Show by Mr. George Morris, Chairman of the Board of 
Directors of the Canadian Business Equipment Manufacturers’ Associa 
tion. Twenty exhibitors displayed an impressive array of the newest 
in office equipment, and the Show, under the able organization of Walter 
Markle, was judged by all to be by far the best Business Show at any of 


9g 
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the Conferences to date. The Annual Meeting, with A. J. E. Child 
presiding. commenced at 10:00 A.M. Officers and Committee Chairmen 
presented their reports: and the President. Art Child. reviewed the pro 
gress made during the year. He said that he regarded the year just closed 
as one of strengthening the organizational side of THe INstiruTe and 
thought that, looking to the future, we should now stop and take stock 
of ourselves since our professional standing among other organizations 
will be recognized only by what our individual members do and can 
accomplish. Mr. Child went on to say that our professional standing 
will be recognized only if each of us is an internal auditor of the first 
rank and, to that end, he urged membership committees to seek out 
only men truly engaged in internal auditing. He pointed out that it 
is also the responsibility of THe INstrrure to help present members, 
who may feel that they are not fully qualified in internal auditing, to 


take steps to improve their knowledge 


The following National Officers were elected for the fiscal year end 
ing September 40. 1950 


President JAMES B. PARKER 
Vice-President Vicror 7.. Brink 
Secretary Paut W. Prinput 
Treasure? Tuomas Burcess. Jr 


Mr. R. H. Wood, past President of the Toronto Chapter, presided at 
the luncheon, and the large assembly was addressed by three excellent 


speakers, all of them distinguished in the field of education 


Three thought-provoking papers were presented at the afternoon 
General Session. The first of these was given by Mr. G. W. Mann of 
he Budd Company, Philadelphia, in which he described in considerabl 
letail the method of taking inventory at his company. The supervision 
of stock-taking is one of the main responsibilities of his company’s 
internal audit department, on which job they spent some 3700 man 
hours in 1948. Mr. Mann stressed the need for accuracy in an inventory 
since an error of 1% in an inventory such as that of the Budd Company 
would result in an amount of over $400.000. He also outlined the well 
developed procedures used by his company to control procurement and 


( onsumption of materials 


Mr. H. W. Bevis. of Price. Waterhouse & Co.. New York. then 
presented a most interesting paper based upon a study of some 100 cases 
covering frauds totalling $7,100,000. His study brought to light the 
fact that the position considered least likely to provide opportunity for 
fraud may be the one in which the next misappropriation arises. Mr 


Bevis then elaborated on the accounts which had been changed, and the 
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enormous variety of documents falsified. His findings on the manner 
of discovery disclosed the tragic fact that, in some instances, sufficient 
internal controls had been provided to stop the defaulter but that these 
were not carried out by the employees involved. The large percentage 
30%) of fraud cases that arose in branches could be usually explained 
in part by the insufficiently large staff to permit satisfactory segrega 
tion of duties; but in several cases additional controls could have been 


imposed by the head office 


The final paper was delivered by Mr. K. J. McBride of United 
Air Lines He pointed out that internal auditing within an airline 
ompany is more complex then generally realized—first, because of 
the large geographic area involved. and. secondly. because an airline 
is essentially a grouping of small. individual businesses; viz., ground 
yperations, flight operations, communications, payload control, flight 
kitchens. maintenance and overhaul Mr. McBride sai! that fre 
quently, internal audit of those operations is far removed from the usual 


dollars-and-cents considerations, particularly in respect to “payload 


ontrol” which is the term used to describe the means by which they 
ittempt to control income from loads. whether they be passengers, mail 
w other cargo 

An informal reception preceded the annual banquet attended by 


977 members and guests at which W. J. Townsend. Conference Chair 


man. presided 


\ presentation to the retiring President. Art Child. was followec 


by a few well-chosen remarks by the President-elect. Jim Parker 


The speaker of the evening, dynamic Gratton O'Leary, stirred the 
iudience as he masterfully expounded his three answers to the world’s 
problems: Send the best men and the best brains of the country to the 
legislature; get a new approach to education, and reiurn to “the eternal 


verities” of religion 
TUESDAY, OCTOBER IIth 


The members and guests convened in groups to discuss problems 
peculiar to their own industries. These groups met from 9:30 to 12:00 
in the morning and again from 2:00 until 3:30 in the afternoon. The 
sessions were a complete success and it is hoped that a comprehensive 


report thereon may be presented to members in the near future 


Lhe lus heon asst mbly Wads addressed by Vile ol ( anada’s foremost 
industrialists, Mr. H. M. ‘Turner, President of the Canadian General 
Electric ( ompatty Vir. ‘Turner was well qualified to speak to a group 
' 


f accountants and auditors for he rose to his present position from that 


f comptroller. He expressed the belief that while too often in the past 
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the auditor has been regarded as the “watchdog of the treasury,” he 
should be given a more important role in progressive management. M1) 
Turner was also of the opinion that the auditor should have responsi 
bility for methods, regardless of whose territory he invades, and hx 


should be prepared to “think simplification.” 


At the closing ceremonies a very fitting presentation was made to 
3i11 Townsend in recognition of his outstanding contribution to the 


success of the Conference 


It was announced that the Ninth Annual Conference will be held 
next year at Atlantic City on October 15, 16 and 17. when the Phila 
lelphia Chapter will be the hosts 


I believe that today we face a struggle of ideas and not of arms and 
that if we can win that struggle we need not have the tragedy of another 


war 


Robert A. Tar’ 


Philosophy should be an energy; it should find its aim and its effect 


in the amelioration of mankind 


Vicror Huc 























" Th y "Dp \D kT'C * 
ANNUAL REPOR Law 
By FRANK J. CARR 
ONTROLLER, MALLINCKROD EMICAL W k 
ST. LOUIS, MISSOUR 

RA 

AVirx. Carr joined Mallinckrodt Chemical Works in 1946 as Controlle 
of that compan) He was the first Controller of the Tennessee Valley 


juthority, and has also served as Vice-President in Charge of Finance 
at the American Steel & Wire Company in Cleveland. During the 
second World War, he was on the staff of Sanderson & Porter, Engineers, 
in New York, his principal assignment being that of business consultant 
to the Radiation Laboratory at Massachusetts Institute of Technology, the 
center of Radar Research. He is one of the founders and the first 
National President of The Controllers Institute of America. He is also a 
member of the Cosmos Club in Washington, D. C., to which he was 
elected for distinguished service in the field of accounting 











ON of the tragedies of American Business today is the lack of 
understanding about profits. Newspaper headlines feature the 
tremendous profits of industry. Labor thinks that the royal road to 
higher wages is through lower profits. Government seeks to balance 
its own bloated budget by higher taxes on Corporations. We can visu 
alize Joe Stalin chuckling in his beard over this tug-of-war that is going 


on over the slicing up of the industrial dollar 


Here, in America, we believe in the profit system. We believe 
that the profit motive is a basic cause of our industrial supremacy. We 


believe in a business structure built on a foundation of private capital 


Yet, that foundation seems to be tottering, because of a wide-spread 
public feeling that the returns to capital are too high. Business is criti 
cized because of the proportion of earnings that it retains for expansion, 
or even for protection of its existing equity. Yet, the only other source 
of funds for these purposes is the flotation of new capital, in the form of 
loans or equity financing. And that, in turn, has become increasingly 
difficult, because high prices and high taxes have combined to limit 


the funds available for investment, and such funds as are available 


have become timid. because of the uncertainty of even moderate return 


This all adds up to the fact that business has a tremendous problem 
of defending its position in the profit picture. It is ironical, to say the 


least. that business should be on the defensive in the situation. One 


*Paper presented at the Mid-West Regional Meeting of Tue Instrrure, in St. Louis 
March, 1949 
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would suppose that a century of industrial progress with its correlative 
contribution to human welfare would be ample testimony in itself to 
the soundness of our economic system. and to the absolute necessity of 


maintaining a proper and reasonable profit structure 


If profits of the past have given great wealth to some individuals, 
they have also made the nation wealthy. They have been the very 
wellspring of industrial progress. They have supported the tremendous 
advances in scientific discovery and invention that have given this 
country and the world undreamed-of facilities for human satisfaction 
and enjoyment. They have made possible the payment of the highest 
wages ever known and have given us the highest standard of living in 


recorded history 


And what of it if some individuals have acquired great wealth 
| 


oO 
pr 


Henry Ford’s wealth was not in the money in his pocket. It was land 


and buildings and machinery and inventory. It was jobs for thousands 


of workers. What if he could have a beautiful home? The home was 
built by labor out of materials made by labor Suppose he did put 
millions into his New England Village at Dearborn building that 


project made jobs for many workers. Henry Ford gave America its 
first low-priced car. He startled the business world when he established 
a minimum wage of $5 per day. which at the time was the highest 
wage in industry. And how was he able to do it? Because he had 
made profits. Because he had retained profits in his business. But the 
profits that brought him personal luxury, brought better living to untold 


thousands. The benefits to others were infinitely greater than to him 


self 


Why then, should business be in the position of defending its 


profits? Frankly, 1 can’t answer that one, and I find myself immedi 


ately confronted with another questhon How are we going to defend 


them? 

Basically. it seems to me that it is a problem of re-education The 
general public, the man in the street, John Doe whatever you want 
to call him must be made to realize that profits are not insidious 


things that make a few people rich, but that they are the very founda 
tion of the health and vitality of industry Without the profits of 
yesterday, we would never be able to pay the wages of today. Without 


the profits of today. the security of tomorrow will be in jeopardy 


And this brings me to my third question. How are we going to 
educate this man in the street? 


There are undoubtedly many answers to this one. but I am going 


to confine my remarks to only one. and that is the Annual Report 
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There is some doubt as to the effectiveness of the Annual Report 


as a medium for conveying this message However. there is a growing 


realization in industry that the Annual Report can be a tremendously 


important public relations document Within just the last few years. 
there has been a yreatl advance in reporting technique {eports are 


more readable. more interesting. more informative today than they 


were even a dozen years ago. 


The importance of this cannot be over-estimated because of the 
huge segment of the public that is represented by the stockholder group 
It represents many millions of people. Many of our great corporations 
have more stockholders than employees. General Motors, for example, 
at the end of 1947, had 436,000 stockholders and 375,000 employees 
16% more stockholders. General Electric had 249.000 stockholders and 
185.000 employees. The stockholders win by 34 


And who are these hundreds of thousands of stockholders? Again, 
selecting General Motors, merely as an illustration 55% of them are 
women. 45% are men: 60% of them own 25 shares or less. Only 


8°, own more than 100 shares 


Here, then, is a great group of John Does. Men and women who 
have invested their savings in a few shares of corporation stock. School 
teachers, country merchants, the employees themselves, old people liv 
ing on the meagre accumulations of a lifetime of sacrifice. Surely, 
these people have a right to expect a modest return on these dollars they 
have invested 


Why doesn’t this great stockholder group become articulate? Why 


) 


don’t they help us justify our own profits? Probably, the answer is 


that most of these stockholders, other than the retired group, have their 
own jobs, and their jobs are more important to them than their divi 
dends. But that presents a challenge to industry to secure their coopera 
tion and their backing. To the extent that the Annual Report can 


contribute to this, it can become a powerful influence 


Why hasn’t the Annual Report done its job? The answer to this 
was sought by the Controllership Foundation a couple of years ago 
through the Public Opinion Poll technique. Perhaps we don’t have 
much faith in the Public Opinion Polls any more. Perhaps they are 
not accurate enough to forecast the results of a close election. where a 
very small margin of error can account for the results going either way 
On the other hand, the results of the Foundation Poll certainly have a 


sufficient kernel of truth to give us something to think about 


The results of the survey were published in March, 1947 under 
the title of “The Public’s Acceptance of the Facts and Figures of Busi 
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ness Accounting.” It revealed the shocking facts that 56% of the people 


don’t understand Annual Reports, and 45% don’t believe them 


Discount the percentages as much as you wish, there still remains 
the indication that there are the important problems in connection with 
Annual Reports of making the people understand them and _ believe 
them. 


The reasons given for not believing reports were generally vague 
Chey varied all the way from “I just think so” to high prices, lov 
wages, and big demand. A large group accused business of having a 
lot of hidden profits. Most people think that corporations are making 
profits of 25%, and nearly a fifth of them believe that profits are moré 


than 50%. 


Certainly these impressions are not gained from Annual Reports, 
unless they can be laid on the doorstep of misunderstanding. Such a 
large proportion do not understand the reports that perhaps they canno 


be blamed for not believing them 
And why don’t they understand them? Boiled down to a simple 
statement, they say that reports have “too many figures and big v ords.’ 


Let's dispose of the “too many figures” first. There has been a 


growing tendency to give more figures, in the belief that they mean a 
more complete disclosure of operating results. To the person who 
: 


understands the figures, this is a favorable trend. To the person who 


does not understand them, they simply add to the confusion 


Take the conventional income statement: We deduct Cost of Goods 
Sold from Sales and come out with a sub total we call Gross Profit 
We deduct Administrative and Selling Expenses and have another sub 
total for Operating Profit. We add non-operating income and deduct 
non-operating charges and have a sub total for Profit before Taxes 
Then we take out estimated taxes and have our Net Profit left 


Then we go to a surplus account and start with surplus at th 
beginning of the year, add our income, or deduct our losses, add on 
subtract surplus adjustments, deduct dividends and come out with su 


plus at the end of year. 


Doesn't it all sound confusing when quickly run off like that 
We accountants understand this because it is our very stock in trad 
,ut how about the school teacher who is tea hing Ancient History. and 
has saved enough money to buy five shares of A. T. & T.? If she looks 
at the Annual Report at all, the thing that probably impresses her is 
the fact that the company made 222 million dollars and she got $45 
of it. 
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I am sure we can all agree that the Telephone Company issues a 
very excellent report. It is comprehensive, it is analytical, it presents 
the high-lights in condensed and simple form. To one familiar with 
accounting and financial presentation, it tells an interesting and inform 
ative story. But if you want to know what it means to the average 
small investor, just ask your wife to read it and tell you what she thinks 
about if 


So much for the figures Now. how about the big words 


} 


What is a big word anyway Isn't it a word you don’t understand. 


whether it contains two sy llables ol eight : A perfec tly simple word to 
me person is a very mysterious word to another. If I start talking 
about Para-Dichlorbenzene to this group of accountants, you wonder 
iat 1 am talking about. But, if I were talking to some organic chem 


lerstand it perfectly If you are curious to know 


ists they would un 
what it means. it is moth killer. 


Now that I have defined it, perhaps you understand it; but you 


vill still go to a drug store and ask for moth killer. 


Returning for a moment to the Controllership Foundation Survey, 


we find that some of the misunderstood terms include 
ASSETS 
LIABILITIES 
ACCRUED TAXES 
EARNED SURPLUS 
RESERVE FOR CONTINGENCIES 


We might forgive the average man for not understanding “Reserve 


for Contingencies” or the “Accrued” part of Accrued Taxes. But it 
seems strange to us that he wouldn’t know Assets and Liabilities 
When requested to define Assets, the answers varied from “Cash on 
Hand” to “Profits.” 


Definitions of Liabilities included “a debt, money paid out in 


expenses, company losses,” and “something that does no good.” 


Depreciation, of course, is a term that is subject to much misunder 
tanding. Even among accountants, it can probably raise as many 
arguments as any term we use. The current discussions of cost versus 
replacement depreciation illustrates the difficulty of getting universal 
acceptance of a precise definition of the term, even among those most 
familiar with it. Is it any wonder that the uninitiated cannot under 


tand what it is all about. or why labor leaders have claimed that it 


does not represent a proper charge against operati nis ? 
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Surplus is a particularly unfortunate word that has become 
imbedded in our accounting tradition. To most people, surplus means 
an excess, something you don’t need, or more than you can use. We 
hear about surplus wheat, and it means that we have more wheat 
than we can eat. By analogy, John Doe sees that his company has a 
ten million dollar surplus and he thinks it is cash in the bank that can 
be used to increase wages or that should be paid out in dividends. It 
seems difficult to make the public understand that a corporation surplus 
is not cash, but is working assets representing an accumulation of years 
that has resulted from the toil and sweat of employees and management 
alike, and the sacrifices of stockholders who have foregone dividends 
so that earnings could be retained to make their company’s future 


more secure 


And now, I come back to the term “Profits,” which is perhaps the 
least understood term of them all. Accountants, themselves, have con 
tributed to this lack of undérstanding. We have so many kinds of 
profits We have gross profits, operating profits, profits before taxes. 
and net profits. Is it any wonder that the public wonders what we 


mean by “profits?” 


When we talk of gross profits, you and | know that it represents 
a perfectly definite item the difference between sales and costs of 
goods sold. On the other hand, it is surprising how many people inter 
pret this to mean net profit. It is probably the basis of the impression 
that corporation profits run as high as forty to fifty per cent. There 
are many people, including our own employees, who fail or refuse 
to recognize the tremendous expense of administering a business o1 
distributing its goods. A typical worker in a radio company made the 
comment that it costs the company $200 to build a radio set which they 
sell for $600, and which gives them too much profit. This illustrates 


the wrong thinking that is engendered by gross profit terminology 


Operating profit contains many of the same pitfalls that we find 
in gross profit. It is, of course, one step nearer to the net profit figure. 
and to that extent, may be less misleading; but the difference between 


the terms is in degree rather than kind 


Profit Before Taxes is the real joker in the deck. How can you 
have a profit before taxes? Are taxes an expense of doing business, o1 
aren't they? Back in the days when a large portion of our tax burden 
was in the form of real estate taxes. they were certainly considered an 
expense of the business. Such taxes are still included in our costs 
Corporate franchise taxes are an expense. Sales Taxes, Unemployment 


Taxes. Social Security Taxes all these are part of our cost of doing 
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business. Why, then, is an income tax in any different category? 
Simply because it is measured by a particular figure on the income 
statement does not make it any different in effect than a tax measured 
by property values. And that is all that Profit Before Taxes is a 


line on the income statement that is the measure of one particular tax 


That tax probably ranks number three in amount among our 
expenses, coming behind only material and wages. So Profit Before 
axes is not profit at all. 

Finally, we come to Net Profit, and here the term profit may be 
properly used. It represents the amount that has been earned by a 
company. It represents the amount from which dividends can be paid 
to stockholders, or which can be retained in the business. 

We have been talking about terminology about the “big words” 
in annual reports that many people claim they do not understand 
There are undoubtedly others, but at least these are some of the more 
important. 


I wouldn’t propose that we throw out these terms entirely and 
try to develop a new set, couched in schoolboy language. For purposes 
of internal accounting, we need them. They have developed certain 
definite meanings through years of use, and, as accountants, we under 
stand them. The executives in our companies who administer their 
financial affairs understand them. Bankers, brokers, credit agencies. 
financial analysts and large investors understand them. These are the 
persons who are most directly interested in statements of financial 
results, and, to them, these terms tell a story in a direct and understand 
able way. We would no more think of giving them up than would the 
chemist abandon Para-Dichlorbenzene just because you and I under 
stand it only when it becomes moth killer. 


There is nothing new about all this. It has been the subject of 
talks and articles and research reports for a dozen years. As early 
as 1937, the Caterpillar Tractor Company pioneered in the attempt to 
present a stockholders’ report in figures and language that appealed to 
the non-technical reader. Others followed along from year to year, and 
within the last few years the movement has accelerated. 


One of the noticeable trends is the use of the single deduction plan. 
under which all costs are listed and added into one total which is 
deducted from sales to leave the net profit figure. This at least has 
the advantage of eliminating the various sub totals and possibly some 
of the confusion. 


Another scheme that has been used is that of subtracting from 
sales all costs except payroll, the idea being that this gives an amount 
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which is distributable between labor and stockholders. The only 
advantage I see in this is that it emphasizes the relative “take” of the 
worker and the stockholder. 

Our friends, the financial analysts, don’t like either of these ideas. 
It interferes with the trend charts they have been carefully compiling 
for many years. They have become accustomed to these sub totals 
that we have been talking about and have developed all sorts of ratios 
from them. They don’t like to give them up. 


Some companies such as U. S. Steel try to get around this by 
recasting their figures for prior years to make them comparable to cur 
rent reports. This takes care of it so far as the particular company is 
concerned, but it still doesn’t answer the problem of comparisons with 


other companies which retain the conventional form of presentation 


However, the group of people who do understand reports is prob 
ably much smaller than the group who do not understand them; and 


we cannot neglect the latter. 


Some companies today are trying to tell their story in less technical 
language. Many, perhaps most of them, include a “high spot” sum 
mary of results. On one page, they show the more significant data 
concerning the year’s operations 

Others use what I might term the “What We Did” technique for 
income statements, and “What We Own and What We Owe’ for the 
balance sheet. Here they try to express the corporate facts in non 
technical language for the average reader 

These are both good ideas. Possibly, the reason they are not more 
effective is that they are included in the same report in which the formal 
statements are printed, and the few pages directed to the lay reader 
tend to be buried in the more voluminous portions of the report which 


is addressed to the technician. Hence, they are overlooked 


Perhaps the answer is to have two kinds of reports, one for each 
class of reader. The difficulty is that we may not know which report a 
particular stockholder may want. We could get around that by sending 
the technical report to those obviously interested in it controlling 
or other large stockholders, bankers, brokers, insurance companies. All 
others could receive the simplified report, with an enclosed reply card 
requesting the full report if desired. 

However we do it, we are confronted with the problem of enlisting 
the support of the millions of small stockholders and making them 
realize the stake they have in maintaining the profit structure. We 
must give them reports that they can understand, and, with understand 


ing, perhaps have greater confidence in them. 
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I heard an announcement on the radio the other night that C. I. O 
has come out with its formula for continued prosperity. Their plan 
calls for increased wages, lower profits, and increased Social Security 
Benefits. 


We can well understand labor’s desire for higher wages and greater 
Social Security Benefits, but why can’t labor concede the right of the 
owner to a reasonable return on his investment, and why can’t labor 
recognize the real danger that lurks in declining profits? Can't they see 
that profits are the very foundation of business growth? Whether 
retained in the company or paid out in dividends, which may be rein 


vested, these profits are the real source of our economic greatness 


The three elements that are interested in the returns of industry 
are labor, the government, and the stockholder 


Labor has a tremendous stake. One feature of labor that has not 
been emphasized enough is that most of our cost of doing business is 
for labor. The materials I buy from you have your labor cost in them 
And your materials have your supplier’s labor in them and so on 
back to the mineral in the ground or the timber in the forest, the cost 
is principally labor. Even Depreciation is labor, for labor made the 
machines out of steel that was made by labor. out of iron ore that was 
mined by labor. Transportation is labor. Electricity is labor. Taxes 
are labor. In the last analysis, probably eighty to ninety per cent of 


our cost can be resolved into labor. 


Government is supported largely by business and industry. Taxes 
on corporation profits, or on wages paid to workers, or on dividends to 
stockholders, provide the lion’s share of the income of government 


So labor takes more and more, and the government takes more and 
more, and the poor stockholder is asked to take less and less! 


High profits? Why doesn’t someone explode this idea that profits 
are high? Surely, in dollars they are high higher than they have 
ever been before, but when they are related to the return to the other 


interested parties, they are modest indeed 


Some companies are seriously trying to present the real significance 
of current profits. The Fruehauf Trailer Company recently prepared 
a special statement for its own employees, which it later distributed to 
stockholders; to members of Congress, and to business leaders. The 
cover page says only “Do you think a nickel’s enough?” ‘Then in simple 
language it discusses today’s profit situation. A couple of points are 
well worthy of quotation. 


It begins: “The average worker organized or otherwis« is 


og 
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being exposed to unfounded and disparaging talk about big profits. 
Actually, profits, on the whole, are not as large as they ought to be for 
the worker’s own good. His union leaders, if they were honestly 
concerned with his real welfare, should be critical of business if it failed 
to make substantial profits, for the greatest harm a business organiza 


tion can do its employees is not to make a good profit. 


Then it goes on to show what has happened at Fruehauf: “In 
1947, Fruehauf needed more than 8 times its 1939 investment in plants 
and equipment to do over 5 times the volume of business it did in 1939 


Yet, its income, percentage-wise, was less than half what it was in 1959. 


“In 1939, Fruehauf earned a profit of 12 cents out of every dollar 


of sales 


“In 1947, its profit was cut to 4 cents only a nickel out of 


every dollar of sales. 


“Profits make payrolls, build businesses, are good for America! 


Do you think a nickel’s enough?” 


In its Annual Report for 1948, the du Pont Company presents an 
excellent statement on its profits. It is directed at this very claim that 
post-war profits are too high. It points out that this claim “disregards 
the basic importance of adequate profits to the growth and development 
of American Economy.” It is axiomatic that “profit is the incentive 
which engenders thrift and, through thrift, the investment in the tools 
of production without which our entire economy would come to a halt.” 
It shows how the du Pont Company started in 1802 with an investment 
of $36,000 by six stockholders, and how, by the end of 1948, the invest 
ment had grown to a billion, 347 million dollars, 25% of this growth 
being achieved through new investment, 30% from undistributed earn- 
ings, and 45% from depreciation reserves 


The complete statement is well worth reading, but perhaps I have 
quoted enough to show that here is an attempt to demonstrate specif 
ically the fruitfulness of profits and their positive contribution to indus 
trial health. 


However, I would carry it a step further and show the relationship 
of profits to the claims of labor and of government. The figures are 
shown right in the report, but they are not pointed up as part of this 
profit picture 

The year 1939 is generally accepted as a fair basis for pre-war 
results, and for comparison with current results. Here they are for 
the du Pont Company. 
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Taxes increased 380% 
Wages & Salaries increased . 228% 
Earnings increased . 69% 
Wages & Salaries per employee increased 89% 
Earnings per share increased 71% 
Dividends per share increased 59% 





I have looked in vain in the newspapers and financial publications 


for this k 


whole, ra 


ind of analysis. I would like to see it made for industry as a 


ther than just for a single company. I would hazard a guess 


that the total figure would be even less favorable to the stockholder, for 


we all know that du Pont is a successful company in the rapidly expand 


ing indus 


trial field of chemistry 


But if this is even a fair sample, and if government took 580% 


more, and labor took 228% more, is 69% more for the company an 


unreasoni 


Gent 


ible amount? Are these high profits? 


lemen, we have a job to do. We have a story to tell. We 


must secure the support of millions of stockholders, especially the little 


stockholder, because the public mistrusts the motives of the big stock 


holder. 
Do y 


capital? 


great? 


ve believe in the profit system? Do we believe in private 


Do we believe in all the things that have made this country 


Then let’s tell our story in a forthright manner; and, to the extent 


that the Annual Report can help tell that story, it becomes a powerful 


instrument of defense against misunderstanding, misrepresentation, and 


prejudice. 


Here is where the Annual Report has its real opportunity. Here 


is where 


it can become more than a historical document. 


where it can become living testimony to support the profit system 


Here is 
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HE task of intelligent selection and conscientious training of the men 

who will carry forward the high ideals and constructive aims of 
the profession of internal auditing might very well be said to constitute 
the most important problem confronting us. There has been much 
written in our publications and much said at our meetings about the 
need for establishing the attainable objectives of the profession as a 
clear-cut goal; much about the need for defining the scope of the internal 
auditor’s field and bringing into focus the services which he can render 
and the methods which he should use. We are familiar with the splen 
did progress represented by the: “Statement of Responsibilities” formu 
lated in 1947 and submitted at the Detroit Conference. I suggest that. 
unless due attention is devoted to the indoctrination of newcomers to 
the field in the philosophy underlying that statement, and to the con 
centration of unceasing effort on the development of a clear understand 
ing of that philosophy by all auditing personnel, both new and experi 
enced, it might as well never have been written. In short, the most 
brilliant battle plan ever conceived would not have been successful 
without intelligent execution by well-trained personnel 


GENERAL OBJECTIVES 
The activities of our internal audit staff are concentrated on the 
protection of assets, the promotion of economy of operation through 
continual review of methods and systems, and inspection and testing 
of internal checks and controls. We give primary attention to a full 
coverage of those activities which, while certainly regarded as impor 


*Paper given at a meeting of the New York Chapter 
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tant by the public accountants, are of necessity frequently subordinated 
to their primary obligation to verify values and recorded data support 


ing the totals reflecting the results of operations 


The valuable training in industrial accounting which internal 
auditing experience affords, particularly because of its wide and com 
prehensive nature, is recognized as a potential aid to the solution of 
accounting personnel problems. The internal auditing staff is, there 
fore, regarded as a pool or reserve in which accountants will develop 
and be available to fill vacancies in accounting positions as they occur 
throughout the organization. 


Finally, collaboration with the public accountants is recognized as 
a desirable constructive effort. Programs are arranged to accomplish 
the primary objective of reviewing systems, procedures and control 
measures while yielding at the same time valuabie records and useful 


work papers acceptable to the public accountants 


JOB REQUIREMENTS 


We have the customary three levels of junior, semi-senior and 
senior auditors. I will outline our Job Description and Evaluation 
Specifications for the senior level because it sets forth the ultimate 
accomplishment to be achieved in training the personnel. Hiring is 
normally at a lower level; development to the rank of senior is believed 
to be most advantageously accomplished within the organization. 

The senior auditor must be “Responsible for performing a variety 
of complex operations necessary to conduct periodic audits of records 
and accounts of the parent company and subsidiaries. The duties 
include investigating accounting and related procedures; writing up 
procedures and supporting charts and fornis: verifying records; pre 
paring audit programs and carrying them through to completion; 
analyzing systems and procedures; devising and proposing corrections 
and new procedures; suggesting changes in organization and personnel; 
preparing and submitting to management reports with necessary sup 
porting data. A senior may be assigned special related duties as the 
need arises. He assists in training of new employees, and supervises 
the work of employees assigned to assist him.” 

The initiative required is considerable: “Assignments may be given 
in broad terms. The auditor must be able to establish his own pro 
cedures in line with accepted auditing practice.” 

Educational requirements are set forth as “Thorough training in 
accounting and auditing. The equivalent of a partial college education 
or that of a graduate of a recognized accounting school.” 


Experience needed to qualify is “five to seven years.” 
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Tact (human relation judgment) and working conditions are also 
considered in the job evaluation 


SELECTION 


The selection of personnel for the auditing staff is a joint endeavor 


in which the departmental supervisor has the assistance of the personnel 


department. Replacements are obtained, whenever possible, from 
within our organization. Executives and administrative personnel 


throughout the organization are encouraged to recommend individuals 
as likely candidates for positions in the auditing department; and the 
audit staff itself, in the course of its work, is asked to observe the indi 
viduals with whom they come into contact with this possibility in mind 
The job of screening out applicants and selecting the more promising 
is handled by the personnel department, using scientific methods of 


selection. The personnel department procedure consists of four steps 


1. Appraisal of the application blank submitted by the prospective 
employee. 

2. A telephone check with the applicant’s former supervisors 

3. A personal interview 

+. Evaluation of the applicant’s qualifications for the job. The 
evaluation consists of a clinical interview supplemented by the 
use of standardized tests 


As a result of the interview, a formal report is prepared and issued 
by the personnel department. The report evaluates the candidate in 
respect of the following aptitudes and personality traits for which he 


has been tested: 


1. Problem-solving ability which is, in effect. a general intelli 
gence evaluation 

2. Judgment particularly in respect of ability to cope with 
practical problems 

4. Personality adjustment adjustment to society and the ordi 
nary human relations problems experienced from day to day 

+. Social skills with particular emphasis on the ability to lead 

' people tactfully and smoothly. 
5. Mathematical ability emphasizing the particular type of 


intelligence necessary for audit work 
6. Planning and organizing. 
7. Drive whether or not the applicant is equipped with a self 


starter or has to be constantly pushed along. 


This personnel department procedure is under the supervision of 
a graduate and qualified psychologist. His report is submitted to the 
auditing department supervisor, who makes the final decision. 
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TRAINING 


Having accomplished the selection of the new auditor, there is now 
the problem of living and working with him, of bringing to fruition the 
aptitudes and abilities he possesses; of molding him into the most 
efficient employee possible in order to attain our established objectives; 
in short, of training him. 

Standard work papers and programs versus intuitive auditing has 
been the subject of time-honored debate. A certain degree of standard 
ization is obviously beneficial and completely necessary. However, we 
feel that standardization to the point where initiative and imagination 
are stifled is not good; and doubtless few will disagree. The important 
thing is to avoid over-standardization. Simply, that precludes the 
opportunity for display of ability which should merit recognition, and 
it tends to make of the auditor an automaton who feels a lack of security 
because he is filling a routine job in which he can easily be replaced 
He has less opportunity to display his individual talent and thus make 
progress 

Comprehensive training requires variation in assignments. Con 
tinual restriction of an individual to certain jobs or phases of the work 
may easily be interpreted as lack of confidence in his ability to handle 
more complex assignments. He feels that his versatility is poorly 
regarded; that he doesn’t really belong: has no chance to gain recog 
nition, and in general is not too secure 

The assumption of responsibility within the limitations of sound 
judgment should be encouraged as a means of stimulating healthy reac 
tion to the job as well as promoting the individual’s development. 

Points raised and questions asked should be considered with patient 
thoroughness. Failure to do this is a flagrant violation of all of our 
basic requirements of good personnel relations 

To the extent possible, junior workers are included in discussions 
with management of the various companies at the conclusion of audit 
visits. This inclusion stimulates a healthy feeling of belonging. And 
when some particularly sound point has been raised by the trainee. 
care should be taken to make this fact known at the conference, so 
that he feels his efforts are receiving recognition 

In the same manner the sense of belonging and the stimulus to 
increased interest in the work is believed to be promoted by affording 
juniors opportunity to participate in discussions preliminary to the 
preparation of reports. It is obvious that there is given them a distinct 
sense of satisfaction when they are afforded an opportunity to see how 
the result of their work is fitted into the report to management and 
becomes an integral part of it. 
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Again, along the same line, we feel that good relations are defi 
nitely promoted and fostered by apprising all those who have advanced 
suggestions, comments, recommendations, or taken exception of the 
final outcome. The individual wants to know and has a right to know 
what was done about his notation; what did auditing supervision do 
about it, and what was management’s reaction? We think it is ele 
mentary that, if he is allowed to know, his attitude toward his work is 
strengthened and. conversely, if he is not advised, there is a very natural 
sense of frustration, of exclusion from the main issue of things, and of 
insecurity 

Finally, it is our general belief that, from time to time, a frank 
and unequivocal appraisal of each individual’s performance and pro 
gress should be discussed with him. Too often aspiring young auditors 
are left in doubt as to just how they are progressing. He must feel that 
he really belongs to the organization. He does not know how manage 
ment feels about progress, but he feels that there has been progress 
and would like to have it recognized. He is not sure whether lack of 


any comment on his work may not indicate that his job is not secure 


The foregoing are only a few of the illustrations which could be 
given as to the application of the basic principals of good personnel 
relations in the development of auditors. To summarize, we might 
say that in handling any situation the questions should be asked: “Am 
[ going to foster this man’s feeling of belonging? Is there a need for 
some recognition of his effort which is not now being given? Is thi 
individual being handled so as ‘to maintain in him the justifiable sense 
of security which is due him?” 


In closing, I should like to quote Robert W. Johnson, Chairman of 
the Board of Directors of our Company, from his book “But, General 
Johnson.” “It is important to note that for many years we have chosen 
our management from men who have been educated as technicians and 
specialists Unfortunately. the graduates of our great engineering 
schools and the products of our American universities were not equally 
well educated in the great science of human engineering. Recently it 
has become apparent that the greatest technical skill is worth little 
unless men and women can be persuaded to carry out the decisions 
essential to making that skill effective. We are now discovering that 
a scientific and technological understanding of a subject does not of 


itself develop oO! produce ability to lead large groups of people into 


enthusiastic day-in- and day-out response. ‘This means that we must 
have new management management not only skilled in the tech 


niques but equally well grounded in the field of human relations.’ 
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HETHER internal auditors should have any responsibility for 

systems and procedures studies and installations always has been 
controversial. Since the establishment of THe INstiruTE oF INTERNA! 
AupiTors, there have been numerous discussions and meetings on this 
subject, always resulting in this controversy being no nearer a solution 
Widely divergent opinions still exist, and the opposing forces each seems 
to be as positive of its position as in the beginning. Facing such an 
apparently unsolvable problem, I shall endeavor to analyze its various 
factors: 

There are many who think that systems and procedures studies and 
installations are not in the least degree within the scope of an internal 
auditor’s responsibility, and therefore should not be undertaken by him 
Opposed are those who believe that this work is a normal part of an 
internal auditor’s duties. This group has among it those who think 
that full responsibility for systems work falls under the jurisdiction of 


the general auditor. Those who steer the middle course seem to be 
amazingly few. This group believes that systems work should be 


accomplished by the internal auditor only when it is of minor nature 
and easily accomplished as part of the normal audit and without pro 
longing its duration. However, it has no objection to a systems group 
being a separate organization under the jurisdiction of the general 
auditor. 

Now let us try to analyze the probable reasons for these three 
concepts, and take first that group which is opposed to the auditor doing 
any kind of systems work. 
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It appears to be a principle in both public and internal auditing 
that auditors should not originate. 

Although recommendations often are made for changes in methods, 
these seldom are in sufficient detail to guide the installation of a revised 
procedure. Generally, they are limited to those cases where a more 
effective internal control is desired. The object in many cases appears 
to be the elimination of a tedious checking procedure deemed essential 
because of an existing lack of internal check. In other cases, the recom 
mendation is aimed merely at an improvement in the degree of pro 
tection afforded by the internal check. 

Those in that group which object to auditors engaging in systems 
work are reluctant to provide the detailed procedure, the adequacy of 
which they must later verify and rely upon to varying degrees in mak 
ing their audits. This is the primary objection of this group: For an 
auditor to initiate in detail and install a procedure upon which he sub 
sequently must rely in a measure for the adequacy of his audit, places 
him in the position of being both accuser and accused in the event of 
any failure of the system. 

Auditors, by training and experience, are analysts. This does not 
necessarily mean that because of this background they cannot be cre 
ative in their thinking. However, audits generally are scheduled 
Often, time is pressing. To engage for even the shortest period in the 
creation of a new or revised procedure is to digress from analytical work 
and possibly delay the progress of the audit. Many auditors seem to 
prefer to remain analysts only. To some, procedure work is undesir 
able. Thus, a second reason often advanced by that group which does 
not favor having auditors engage in systems work is that they are 
analysts by nature, should remain such, and generally are not readily 
adaptable to systems work. 

A third reason often advanced is the difficulty of administration 
Many internal audit programs today are coordinated with those of the 
public accountants. Under this method, the public accountant relies to 
a greater degree on the efforts of the internal auditor than does the 
public accountant making a separate audit. The advantages of this 
arrangement are obvious. Public accountants must know well in 
advance where their staffs are to be located. and the probable duration 
of each audit. To coordinate properly their work with that of the 
internal auditor requires that both groups begin and end each section of 
the audit at about the same time. It is contended that to add to the duties 
of the internal auditor any type of systems investigation makes a coord 
inated audit impractical, that schedules cannot he maintained, and that 
the value of the coordinated effort would be minimized if not lost. To ad 


minister such a hodgepodge seems to this group an almost impossible task 
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There are several lesser reasons used by the group which is not in 
favor of an auditor engaging in systems work but. in the main. the 
three just given are considered the most serious ones 

Let us now examine the reasoning of the group which favors inter 
nal auditors engaging in systems work. It is obvious that an opposing 
group to that which favors having internal auditors refrain from doing 
any type of systems work must not only defend their stand against 
the objections of that group, but also claim some additional advantages 
to support their stand. To the proposal that auditors should not origi 
nate, this group asks: “Who better is able to suggest improvement in 
the procedures he has analyzed and found wanting than the person 
who has made the analysis and determined the inadequacy?” To the 
proposition that auditors are not by nature or should not be considered 


to be engaged in a creative pursuit, this opposition would reply: “How 
then can they visualize properly what problems, inefficiency, oppor 
tunities for peculation or other conditions may exist unless they create 
in their minds what these problems are, and what is required to elimi 
nate or at least minimize the undesirable features!” ‘To the statement 
that proper administration is an extremely difficult task, this group will 
retort: “Not if you have the proper administrator and the organization 
is constituted correctly.” It is a contention of this group that even 
where internal audits are coordinated with those of a public accountant. 
there is ample time, training, and natural ability on the part of the 
internal auditor to accomplish essential systems work. A method cus 
tomarily employed is to carry out the audit on its scheduled basis, com 
pleting the audit function in line with the requirements of the public 
accountant. Subsequently, the internal auditor engages in the essential 
systems work, often taking his cue as to the need for such work from 
the material developed either by him or the public accountant during 
the audit. 

While the proponents of this method often will agree that not all 
auditors are adaptable to the type of activity required of a systems man. 
they will maintain that a sufficient number of such personnel can be 
retained on the internal audit staffs to perform this function in an 
efficient and proper manner. The administration of such a program 
properly places an additional burden on the general auditor and his 
supervising staff, and requires a more versatile type of individual than 
is needed for normal audit activities. It also may increase the number 
of auditors and staff above that which would be required for what. 
otherwise, is considered a normal audit function. However. those who 
operate on this basis generally will contend that the personnel required 
will not be so great as were these two functions maintained entirely 


separately. 
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That group which favors the middle course has much to commend 
its contentions. This group recognizes the fact that internal auditors 
during the normal course of their audits generally find impelling rea 
sons to recommend changes in existing procedures and are interested 
particularly in those deficiencies which affect internal controls. They 
think that the necessity for essential revisions should not be left 
unheeded and believe that the person who has developed the need is 
in the best position to recommend the remedy. They will admit that. 
in doing so, they are laying themselves open to criticism in the event of 
a subsequent failure of the procedure they have recommended and 
installed. However, they consider this the lesser risk and the greater 
efficiency than merely calling attention to the deficiency in method and 
relying on others to make the essential correction. They believe that 
the revisions should be made immediately. To accomplish this, internal 
auditors in this group first conclude their normal audit program, then 
embark immediately on a detailed study of the deficient procedure. 
determine upon recommendations, sell their ideas to the management 
group from which approval must be obtained (in those cases where 
the auditor is not vested with the authority to make changes of his 
own volition), and either install or supervise the installation of the 
approved revisions or new procedures. Should their preliminary find 
ings indicate that the time required to perform the foregoing would 
extend their stay beyond the time allotted, they would first gain 
approval of their superior before embarking on the study deemed 
necessary to solve this problem properly. If the scope of the study is 
sufficiently great, the general aiiditor often will assign a specialist to 
perform the work, or submit the proposal to the systems supervisor if 
the services of a separate department are available for this work. It is 
obvious that this group like the second referred to believes that 
at least some members of the internal audit staff are favored with the 
natural inclination and ability which will permit them to perform 
systems work, at least when it is developed as a result of their audit: 
also when it affects internal controls, is reasonably minor in nature. 
and can be accomplished in the normal course of an audit, provided 
the program recognizes the advisability of such work and includes the 
essential time for the performance of it 

The proponents of this plan also agree with the second group that 
the administrative difficulties of the plan are not too great a deterrent 
to efficient performance. However, their thinking is modified to the 
extent that they do not place upon the internal audit department the 
full responsibility for all systems work. Rather, they rely upon special 
ists in a separate department when the scope of the problem is greatet 
than the experience, adaptability and time will permit for its prope 
solution by the audit staff 
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ROBABLY most internal auditors are more familiar with and have 

a sounder knowledge of many phases of machine bookkeeping than 
| have. However, I know probably as much about bookkeeping 
machines, particularly tabulating equipment, as most public account 
ants. We, as a group, do not know too much of the details which are so 
necessary to make a machine bookkeeping system work smoothly and 
efficiently. But I think most internal auditors are interested in the 
public accountant’s approach to machine bookkeeping as one phase of 
the subject 


Bookkeeping machines can be divided into two major types, direct 
printing machines and tabulating or punched card equipment. The 
direct printing machines combine the characteristics of the typewriter 
and the adding machine. These machines are as a rule designed to 
handle some particular phase of the accounting system involving a con 
siderable volume of similar transactions, such as the accounts receiv 
able, the accounts payable, and the payrolls. They are not so complex 
as tabulating machines, and it is fairly obvious that they do not involve 
any radical departure from many hand-posted systems. The advan 
tage of the machines lies in the fact that they often do the job faster, 
neater, and more efficiently than manually operated systems. How 
ever, we should not lose sight of the fact that these machines are 
basically a substitution of the typewriter and the adding machine for 
the pen and pencil. And, in noting this difference, we must not over 


look the fact that hand-posted systems also make use in varying degrees 


*Paper given at a meeting of the New York Chapter 
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of business machines such as the adding machine, the calculator, the 
comptometer and many other machines. Generally speaking, these 
machines do not give rise to any special difficulties in the audit of the 
records which they produce. 


We have a somewhat different situation when we come to tabu 
lating or punched card bookkeeping machines. These machines are 
much more elaborate and complicated. They can perform a variety 
of operations, and once the basic data have been punched into the cards, 
the machines can add, multiply, rearrange, combine, and print such 
data in almost any desired manner. The machines can be used, as in 
the case of the direct printing machines, to handle certain phases of an 
accounting system such as accounts receivable, accounts payable, and 
payrolls. They can also be set up to hAndle practically an entire system, 
including the general ledger, cost analyses, inventories, financial state 


ments, comparisons with budgets, and many special reports 


The flexibility of the tabulating bookkeeping system is derived 
to a considerable extent from the use of the punched cards. And it is 
this flexibility and use of the cards which first alarmed public account 
ints. They were a little bewildered at the sight of thousands and 
thousands of cards flying about in the machines, and they were con 
cerned about the ease with which one card might be substituted for 
another. This led some public accountants to the laborious, time 
consuming and fruitless task of scrutinizing the cards themselves 
They had failed to recognize that the card was only a device used to 
actuate the machines, and that any of the information appearing on 
the cards could be printed on a tabulation, which could be audited in 
the usual manner. I should point out that, in some instances, account 
ing data are originally recorded by hand on tabulating cards in order 
to expedite the subsequent punching operation and to avoid duplication 
of the records. In such cases, of course, it is in order, as an auditing 
procedure, to examine the tabulating cards, but only in their capacity 
as an original record. Once the public accountant grasped the essential 
fact that the card was nothing more than a tool, albeit a highly special 
ized one, much of his alarm and concern about the difficulties of audit 
ing records produced by tabulating machines disappeared. In fact, he 
is apt to go too far in the other direction and to give the matter little 
further concern. 


In the audit of records kept on tabulating equipment, one of the 
public accountants’ first tasks is, of course, to ascertain what account 
ing functions are actually handled by the machines. Assuming that 
we are discussing for the moment a rather comprehensive installation 
which includes the general ledger. they should make certain that the 
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entries appearing in the general ledger can be traced through the sub 
sidiary ledgers to the original documents. They should ascertain that 
the subsidiary ledgers are periodically balanced with the general ledger, 
and that trial balances of the open items in these ledgers are prepared. 
These requirements can easily be met by a properly installed punched 
card system. 

They should also inquire into the various types of controls that 
have been set up to insure accurate handling of the basic data by the 
machines. Public accountants do not generally examine an accounting 
system so closely that they know in detail all the various controls which 
have been established by the company. They are concerned principally 
with the major controls. They should know, however, to what extent 
predetermined totals developed outside of the tabulating department 
are used to check the accuracy of the figures prepared by that depart 
ment. For example, some companies send several batches of invoices 
each day to the tabulating department. Before sending the invoices to 
the tabulating department, an adding machine tape is prepared of the 
invoices included in each batch. The batches are then tabulated, and 
the totals of each batch are balanced against the totals established out 


side of the tabulating department. 


There are, of course, other types of controls. For example, they 
should inquire into the extent to which the original punching is verified 
by duplicate punching. The tabulating department can also prove its 
work in other ways. For example, in punching up the details of 
journal vouchers, does the tabulating department ascertain that the 
total debits equal the total credits? Does it ascertain that the gross 
amount of the invoices, less the cash discounts taken, equals the net 
umount of those same invoices? Are invoices, journal vouchers, and 
other documents which have been tabulated marked in such a way as 
to clearly indicate this fact? Are numerical controls set up to insure 
that all items which should be sent to the tabulating department have 
in fact been tabulated? Public accountants should find out what method 
the company uses to insure accurate coding of the original data. Errors 
can occur here, particularly in account numbers and vendors’ names, 
which are difficult to catch, even by one thoroughly familiar with the 


type of transactions going through the various accounts 


What are some of the benefits to public accountants which can be 


expected from a well-thought-out punched card system? The principal 


advantages, I think, can be listed as follows: 


1. Clear, legible, and well-arranged records are available, with 


ready reference to supporting documents 
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2. The flow of work is well organized, and has a high degree of 
clerical accuracy. (A properly installed system requires that 
definite procedures be established, that responsibility for cai 
rying them out be clear-cut, and that adequate control points 
be established. ) 


3. The public accountant may retain for his work papers copies 
of tabulations regularly prepared by the company. Audit 
check marks and other notations may be 


i 


made directly on 
these tabulations. Such tabulations minimize the amount of 
information which the public accountant must transcribe mar 


ually. 


The public accountant may obtain special runs or tabulations 
set up in the way in which he would like the information 
arranged For example, many companies have a vous her sy 
tem, and the trial balance of vouchers payable at the end of the 
year is arranged in voucher number order. It is of conside 


able assistance in checking statements from creditors if he can 


have a run of the vouchers payable by vendors. 


5. The public accountants’ selection of items to be vouched or 
examined is made easier, since all of the items comprising a 
given total can be listed in detail. These items can be easil) 
scanned, the selection made and, to the extent that they obta 
a better appreciation of the items entering into a given total, 


they can reduce the amount of their detail checking. 


6. Because of the numerous special reports that are prepared, and 
because generally more detailed analyses are available of the 
company’s operations by products, by plants, by stores, and by 


sales locations, the public accountant can get a better insight 
and understanding of the company’s operations and the nature 
of its business. This should result in greater use of over-all 
tests and checks, and a reduction in the extent of the detailed 


checking of individual transactions. 


In our emphasis on some of the advantages of tabulating systems, 
we should not overlook the fact that these systems are expensive to 
install and to maintain. Whether a given job can be done by other 
methods with equal efficiency and at less cost requires careful studs 
It is quite possible to spend considerable time and money in the prepara 
tion of elaborate reports for management which do not meet its requiré 
ments or which are not necessary. 


[ should like to emphasize the desirability and, in fact, the necessity 
of close cooperation between public accountants and internal auditors 
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In general, the manner in which we can best coordinate our efforts is 

indicated by the basic difference in our approach to the audit of a con 

pany’s records. The public accountant proceeds to verify the account 
a given date by working from the top figures down to the underlying 

detail. He proceeds downward through the successive layers of sup 

porting documents to the extent necessary to convince himself that the 

} ‘ ~ - 7 *,l 
»n figures are substantially correct and are in accordance with genet 


accepted principles of accounting 
The internal auditor to a much greater extent attacks the problem 
I 


; 


ym another direction. He audits upwards from the original records: 
is, from the bottom up, in order to tie in with the control totals for a 
period. As a result of this approach, his audit is made on a much 
continuous basis. The internal auditor is interested not only in 
vying the transactions which he examines but. to a greater extent. 

e wishes to ascertain by his examination that the accounting procedures 
controls set up by the company are being carefully followed and 


t they are adequate 


I think it is a good thing for the Chapters of Tue INnstiruTE to 

k closely with local schools and universities on the subject of internal 
auditing. The more that is taught about this subject in schools, the 
better the graduates that will come to us. Furthermore, I know that 
ny of our members are doing a rather narrow job of internal auditing; 
ind contact with broader views of the educational field will give them 
better vision of the possibilities in the job. Moreover, any large audit 
lepartment has the constant problem of staff training, and the univer 


S s can often lend a hand or give advice in this respect 


DonaLp E. Doorrey 
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DEPARTMENTAL SCOPE 

T= scope of the purchasing function has been a subject of disput: 

among Purchasing Agents, as well as others, since the adoption 
of modern management methods which departmentalize the major 
functions of business. Opinions range from arguments for limitation 
to actual purchasing, to demands for supervisory rights over pur has 
ing, receiving, inventory control, incoming traffic control, stores control 
and invoice checking. For the purposes of this discussion, I will follow 
the theory of limitation to actual purchasing 


Purchasing duties should not include supervision of receiving, 01 
inventories, or stores, or invoice checking. Inclusion of these functions 
as part of the Purchasing Department’s responsibilities very definitely 
results in weakened internal control. 


In sizeable organizations, traffic control, incoming as well as out 
going, must rest in the hands of a single unit in order to avoid confusion 
and production delays. 


DEPARTMENTAL RESPONSIBILITIES 
The major responsibility of a Purchasing Department is, therefore, 
to buy at reasonable prices and secure delivery as required, of materials 


and equipment specified on approved purchase requisitions. 


*Paper delivered at a meeting of the Milwaukee Chapter 
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PURPOSE OF AUDIT 
Analysis of this statement of responsibilities will reveal the entire 
purpose of the internal audit. As the statement indicates, the audit 
should determine: 
1. That standard routines have been established and are operat 
ing in a manner conducive to prompt, efficient buying 


2. That executive approval has been given on all policies 

5. That buying is truly centralized and is only performed by 
individuals associated with the Purchasing Department 

4. That the requisitions bear duly authorized approval. 

». That competitive bids have been received as required by com 
pany policy. 

6. That purchase orders are properly prepared, approved and 
issued. 

7. That emergency orders issued were actually emergency orders 

8. That “forward-buying” is within approved company policy 

9. That change orders are issued to all recipients of the purchase 

order. 


satis 
aul 


10. That departmental efficiency, morale and attitudes a 


factory. 


PRELIMINARY AUDIT PREPARATION 

Prior to undertaking the audit, the auditor should be familar with 
the scope of the department under review, understand the reason for 
its existence, and know the purpose of the investigation he is about to 
undertake. He should provide himself with a listing of individuals 
authorized to initiate and/or approve requisitions and purchase orders. 
is well as the limitations to their authority, if any, on dollar amounts 
and type of material. He should study the content of executive order 
ffecting the department's operation and establishing policies. 

The extent of the audit, that is the percentage of orders placed 
which should be examined, is dependent upon the size of the company 
Small company auditors may examine. all orders placed in any one 
month, while auditors of larger companies may limit their check to 
orders over a specified dollar value and to a smaller percentage. In 
order to determine extent of audit, secure a copy of every order issued 
in the period to be reviewed, say one month. Be sure you have them 
all. Then select those to be checked in detail. Make your test repre 
sentative — include every type of purchase 


PURCHASE REQUISITIONS 


In the earlier statement of responsibilities it was indicated that buy 
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ing may be actuated only by a requisition. This is true except und 
two conditions: 
1. Emergency purchases, and 


2. “Forward-buying.” 


The first is self-explanatory. “Forward-buying” refers to the fact 
that some companies grant their Purchasing Agent considerable lati 
tude in buying in anticipation of price changes, material shortages a1 
so forth The auditor should assure himself that the prac tice, as 
as each specific instance of “forward-buying,” is known to manag 
ment and is approved. Except under these two conditions, a requis 
} 
I 


should signify a need for material or equipment in advance of buyi 


The auditor should determine that requisitions are initiated 
| 
roperly approved prior to issuance of the order. He should exami 
pro} PI | 
them for alterations and should determine whether or not requi 


can be re-used. Duplicate requisition copies in the files of the i 


department should be examined and compared to the Purch ¢ 
Department’s copies for these determinations. This comparison 
also aid in disclosing collusion between the storekeepers or recei 
clerks and the Purchasing Department 

All purchases made without approved requisitions shoul 
exhaustively checked to inventory records and receiving record AN 


explanation should be secured i 


f 
~ 
ij 


should be compared to purchase orders 


COMPETITIVE BIDDING 
The negotiation phase of purchasing follows the receipt of a pr 
erly approved requisition. 


Negotiations may be simple or elaborate d 


‘pendent upon ¢ 
quantity, availability of material or equipment desired, and compan) 
policy. Company policy may require competitive bids to be sought or 
all purchases over a specified dollar value, but they may not be recei 
due to the fact the item desired is sold only by the manufacturer o1 
sole distributor Failure to comply with company policy, for this 
any other reason, should be explained by the buyer in writing on the 
requisition or bid request tabulation form, if one is used. Bids should 
be in writing on the stationery of the firm bidding. Oral bids by 


telephone or from salesmen should be confirmed in writing 


All salesmen and technicians should be interviewed by the Pu 
chasing Department prior to referring them, when necessary, to othe 


individuals in the organization. 


Bids should be requested and received by the Purchasing Depa 
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ment, never by other personnel. Prices and negotiations are exclusively 
the function of the Purchasing Department. 


Prices on orders placed, with or without bids, should be checked 


to available catalogs and discount sheets. 


PURCHASE ORDERS 
Issuance of the purchase order is more or less of a routine procedure 


following the processing of requisitions and selection of vendor. 

In addition to comparison of the order to requisitions and bids for 
vendor, terms, quantity, description, price, and date, the auditor should 
examine the approval signature for authority and determine the dis 
tribution of order « opies. The accepted distribution should follow these 
general lines 

Original and acknowledgment to Vendor 
Copy to Accounts Payable 

Cop) to Keceiving Department 

Copy to Originating De partment 

Copy to Purchasing Alphabetical ile 
Copy to Purchasing Numerical File 


Follow-up of vendor acknowledgments to assure their return should 
ve routine. The auditor should verify the routine and assure himself 


that all acknowledgments are signed. Changes by the vendor should be 
carefully examined 


CHANGE ORDERS 
Any change subsequent to the issuance of a formal order should 


be covered by a change order form prepared and distributed in the 


same manner as the original order. 


The files of other departments should be test-checked to verify the 
distribution. 
FOLLOW-UP 
The Purchasing Department should maintain a follow-up system 
orders placed which will enable them to watch required delivery 
lates and control material receipts. A common follow-up method is 
found in a tickler file of extra purchase order copies 
RETURNED PURCHASES 
Records of purchased material returned to vendors by the Pur 
chasing Department should be carefully examined for authority to 
return, reason for return, record of shipment, final credit, and receipt 
of payment or deduction from an invoice. 


of 
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SALVAGE SALES 
The sale of salvaged material and equipment is usually handled 
by the Purchasing Department and should be examined as to authority 
for sale, necessary approvals, offers sought and received, and sales price 
is Opposed to book value. 
T TrecTc 
OTHER TESTS 
Various other tests the auditor should perform include 
|. Tests for favoritism in placing orders. Schedule recurring 
purchases by type, vendor and dollar amount. Question the 


placement of a majority dollar value of any item with one 


supplier, particularly items sold by more than one vendor 


2. Reasonableness of prices paid. Schedule previous prices pai 
for like quantities, quality and workmanship 

5. Necessity of emergency orders. Check inventories and normal 
usage, assure the fact a requisition could not have been pro 
cessed as usual. 

4. Distribution of duties. Determine whether or not duties are 

distributed in a fashion that will provide maximum interna 

control of bids requested and received, purchase orders issued 


and vendor at know ledgments 


MEASURING EFFICIENCY 


The last stated but not least important purpose of the audit was 





‘To determine that departmental efficiency, morale and attitudes are 


satisfactory 


Too frequently auditors fail in this determination, usually becausé 
they neglect to weigh and value the human factors. It is true the 
auditor should be able to state positively that the records are good o1 


bad, that policies are followed or disregarded, that duties are performed 


well or poorly, that control is strong or weak. It is equally true, how 
ever, he should be able to state positively that working conditions, sani 
tation, light, heat, space and equipment are adequate or inadequate 
that morale is affected favorably or unfavorably by the rules, policies 
and attitudes of the department managers; that a certain employee has 
special abilities not now used; that someone is unsuited for the position 
presently held and should be transferred; or that a particular individual 
has done a superior job. The auditor who can honestly make such 
statements, free of the influence of sentimentality and personal associa 
tion, will probably have completed a better than average audit, and is 
to be especially commended for not losing sight of the elementary facts 


that no system, however documentary. will work itself, and that 
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efficiency or its lack, indicated by the exceptions noted in the audit 
papers, can be frequently traced to working conditions and the judgment 


used in personnel relations. 


THE AUDIT REPORT 


The preparation and content of the audit report is a subject worthy 

of full discussion at another time. However, in closing, permit m« 
to make a single observation in this connection. Reports, both the long 
form addressed to the Chief Auditor and the short form prepared for 
management, should contain a recommended solution for every critical 
observation. The recommendation may be in outline form for subse 
quent development, but it must be there in order to give value to the 
report. The auditor who neglects to provide constructive, economically 
sound, corrective recommendations has not performed that portion of 
is duties which requires him to function as a systems evaluator and 


:dvisor. 


Che successful producer of an article sells it for more than it costs 

to make, and that’s his profit But the customer buys it only 
juse it is worth more to him than he pays for it, and that’s Ais profit 

No one can long make a profit producing anything unless the custome1 


makes a profit using it 


SAMUEL B. PeTreNGILI 


When you buy for price you can never be sur It's unwise to 
too much, but it’s worse to pay too little. When you pay too much, 
you lose a little money, that is all. But when you pay too little, you 


sometimes lose everything. because the thing you bought was incapable 


doing the thing it was bought to do. 

If you deal with the lowest bidder, it is well to add something for 
the risk you run. And if you do that, you will have enough to pay for 
something better. 

The Aetna-izer. 
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HISTORICAL NOTE 
ore discussing the responsibilities of the Internal Audit Dep 


ment as presently illustrated in the B.C. Electric, I wish to stat 
briefly the manner in which that department has developed in ow 
Company. 

In its inception and for many years afterwards, under various 
names, the Internal Audit Department confined its concern to th 
fication of railway gross revenues. The methods it followed were taken 
from the steam roads of Canada.- The verification consisted in visiti 
the various locations at which railway tickets were sold by the Com 


pany’s agents, examining the agents’ record of cash and ticket trans 


actions which were subsequently agreed with the head office records and 
confirming also at the outside point that what the agent was accountabl 
for in cash and unsold tickets was actually in his possession Che 
Internal Audit Department function went no further than this until 
about 1936 when it was extended to include verification of cash held 
in the various light and power offices sprinkled around the Company’s 
territory and also the verification of cash in the hands of the cashiers a 
the Company’s central offices. By and large no further extension was 


undertaken until about four years ago. 


FORM OF ORGANIZATION 
OF THE INTERNAL AUDIT DEPARTMENT 


The Internal Audit Department is organized in three sections for 


the orderly conduct of its work. 


*Section of a paper delivered at a meeting of the Vancouver Chapter 
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I shall first refer to the Disbursement Audit Section. This section 
is responsible for the audit of disbursements for material, labour and 
services. Its work involves from time to time going behind the docu 
ments in a particular voucher and also from time to time involves 
general investigation of the accounting operations behind voucher docu 
ments. Thus it may from time to time have an interest in the operation 
of the Stores Department through that department’s procedures for 
recording receipt of materials; it may from time to time go into the 
yperations of the Purchasing Department through that department’s 
concern with ordering, with matching purchase orders and goods 
received reports with purchase invoices and with giving approval to 
purchase invoices; it is daily in touch with the Accounts Payable Sec 
tion of the Control Department through that section’s responsibility 

th respect to the accuracy of calculations on invoices, the taking of 


discounts, and the accuracy of suppliers’ statements; from time to tims 


it makes examinations of the timekeeping records underlying payrolls 
The Plant Audit Section is engaged in the disbursement field in 
1 part presently of great importance It has responsibilities with 


respect to cost-plus and other construction contracts, to see that the 


financial terms of the contracts are observed and to see that the billings 


inder the contracts are accurate Its work under this head involves 
substantial activities in the field and collaboration with the field engi 
neers As to construction contracts and also construction work pe 
formed by the B.C. Electric staff, the Plant Audit Section has responsi 
bility for the accuracy of account classification Accuracy of account 


classification is of the greatest importance in a regulated utility such 
as the B.C. Electric through its bearing on the cost of service and the 
fairness of rates 

The remaining work of the department falls into the General 
Audit Section. This section has responsibility for reviewing financial 
transactions which do not come under the headings of plant or disburse 
ments as such; this involves testing the accuracy of general ledger 
accounts and going back to subsidiary records. This is a very broad 
and varied field of activity and can only be stated completely in general 
terms, as has been done. A few examples, however, would be testing 
the records of revenues, verifying trust funds, tests of banking trans 
actions and proof of bank balances, testing the physical existence of 
inventories and matching physical counts with the financial records, 
agreeing the totals of balances of subsidiary ledgers with general ledger 
controls, test circularizations of customers’ accounts, and so on. 


RESPONSIBILITIES OF THE INTERNAL AUDITOR 


In this part of my remarks I shall make use of certain of the 
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headings under which was organized a statement of “Responsibilities 
of the Internal Auditor” as approved in July 1947 by the Board of 
Directors of THe InstiruTE or INTERNAL Aupirors, INc. 


ScoPpE OF AUTHORITY 


In the B.C. Electric the Internal Audit Department has a staff on 
advisory function. The Internal Auditor has no executive authority 
except over the members of his own staff. He moves by way of investi 
gation, advice and recommendation. He, therefore, stands or falls on 
the merits of his recommendations and his tact and skill in presenting 


them orally and in writing. 


[NDEPENDENCE 
a) Line of reporting 

This is a much debated issue and I think much of the discussion 

in a vacuum because independence is a fact to be found and exists 

or does not exist, as the case may be, under a particular arrangement 
In the B.C. Electric the Internal Auditor reports to the Vice-President 
who has responsibility for all accounting and financial functions, and 
releases his reports without prior review by that official. I make no 
further comment beyond saying that under this arrangement as it exists 
in our Company the Internal Auditor has, in my opinion, the inde 
pendence and support necessary for the carrying out of his responsibil 
ities 
b) Freedom from line responsibilities 

The danger here, of course,*is that the Internal Auditor may be 
assigned functions which properly belong in an adequate accounting 
system and are. therefore. no part of the proper duties of a staff or 
advisory department. I think in this matter the B.C. Electric should 
be given a clean bill of health. There may be one theoretical contra 
vention of the doctrine, but I think it disappears on examination. This 
concerns the Disbursement Auditor who, in the case of a disbursement 
which he audits before the cheque is issued, gives first signature on the 
cheque. To give first signature in such circumstances involves no 
additional time on his part and, on the other hand, represents a saving 
of time to the Company as a whole since the second signatory is in a 


position to place very large reliance upon the first signature. 


OBJECTIVES AND RELATED ACTIVITIES 


Under this heading I do not propose to discuss the mechanics of 
verification since basically they are common to all companies. I should 
point out, however, that in the B.C. Electric we have reduced much of 


our routine accounting procedures to writing in the form of Standard 
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Practice Instructions, and it is a duty of the Internal Audit Staff to asce: 
tain in every examination whether the applicable S.P.I.’s are being 
complied with. Having said this, I shall now confine myself to giving 
some recent examples of findings and recommendations made by the 
Internal Audit Department. 


a) Protection and pointing out of deficiencies 
(1) Reliability of accounting data 
The B.C. Electric has, in common with most public utilities in 
such classes of business, a procedure of cyclical billing of gas and elec 
tric revenues with the effect that at any month-end approximately one 
half of a month’s revenues are unbilled. We, therefore, set up as 
revenue an amount equivalent to one half-month’s revenue in order to 
keep our assets and revenues on a current basis. Investigation by the 
Internal Audit Department disclosed that, since certain revenues 
namely those for street lighting) are billed once a month for the cal 
endar month, the manner in which we had been accruing revenues 
involved double counting of one half of a month’s street lighting rev 
enues. This has now been corrected. 


2) Proper accounting for assets 


A recent investigation of the recording of the cost of certain con 
struction works showed the recording to be out of harmony with the 
terms of the respective contracts with the result that important amounts 
charged to the Company’s property account were in fact chargeable 
in One case, to a contractor and, in the other, to a municipality. Cor 


rection has since been made. 


3) Compliance with policies and procedures 
The B.C. Electric, in common with many businesses, allows its 

employees rates lower than those available to the general public. This 
is done in recognition of the fact that with an employee's electric or gas 
account, let us say, no effort is entailed in obtaining the account and 
little danger of loss is entailed because the account can be collected by 
payroll deduction. In the example I have selected, on the point of 
compliance with policies and procedures, an investigation of the records 
of the Customers’ Accounts Department disclosed that in 41 cases cus 
tomers were receiving employees’ rates who had ceased to be so entitled 
Procedures by which recurrences of this condition may be obviated are at 
present under study. 
b) Recommendations for improvements 

(1) Financial and accounting 


In its work on cost-plus contracts, the plant audit section is intet 


ested in seeing that the contractor reports accurately the cost for which 
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we are responsible, and that his accounting procedures are suitable and 
economical. The plant audit staff has developed a stock control system, 
which has been accepted by the contractor concerned, not only in his 
work for us but also in jobs for others, by which materials shall be 
controlled until incorporated in the work, and the wastefulness of casual 
handling of materials held down. 


) 


Other than financial and accounting 
We now enter upon somewhat delicate ground. The Internal 
Audit Department, through its visits to operating locations for the pw 
pose of verifying financial and accounting matters, is bound from tim: 
to time to come across operating procedures which at least invite ques 
tion. Findings on such matters are put forward in the Department's 
reports under the heading of “Observations.” They are handled in 
this fashion to make it clear to the operating official to whom, amongst 
others, the report will go, that we are speaking only as informed laymen 
and that the observations are made since they may be matters he would 


wish to know of and has not learned of through his regular channels 


I shall give a few examples of “Observations” appearing in recent 
reports of the Internal Audit Department 


An examination was recently made at the Langley Prairie Branch 
office of the General Sales Division which is located close by the waiting 


1 ‘ 


platform for the Fraser Valley interurban railway line. It was noted 


that railway passengers would enter the light and power office to seek 


information about railway service and fares which the staff in the offic: 


is not able to supply. The suggestion put forward was that a quantity 


of schedules setting forth time tables and rates should be placed in th 
office. 
In a visit to the Chilliwack freight and passenger office it was noted 


that the lighting conditions were very poor. Fluorescent lighting has 


since been installed. 


During an examination at the light and power office at White Rock 
it was observed that telephone facilities for communication between 
that office and New Westminster and Vancouver were inadequate 
in that the telephone was a party line. Those responsible, upon being 
ipprised, have investigated, and report that it should be possible to have 
the telephone company install a private line, although not until next 


spring 
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iViis. Hamunron began his business career with the American Expre 
Company. He served in the Army during World War I, and, upon his 
return from military service, was again employed by the American 


Express Company 


In 1921, Mr. Hamilton became affiliated with the Peoples Sta 
Bank, where he began his career in auditing. Subsequent consolidation 
of banks resulted in The First National Bank and later in The Nationai 
Bank of Detroit. He steadily rose in the ranks of his organization during 
this period, to his present position as Auditor 


¢ 


He is a member of the Executive Council of the Detroit Conference 











f Bank Auditors and Comptrollers and was president during 1947-1948 
Mr. Hamilton is also a Governor of the Detroit Chapter of Tue Inst 
| E OF INTERNAI AUDITORS 





SIXTEEN years ago, on March 6, 1933, a bank holiday was pro 

claimed by the President of the United States and every bank in the 
ountry was closed. Some 16% or 17% of the banks were considered 
insolvent and had to be liquidated. The loss to shareholders and deposi 
tors was tremendous although in some instances depositors were ulti 
mately paid in full. While there were a number of circumstances 
which caused these bank failures, to some extent absence of adequate 
internal controls and sound managerial policies were contributing fac- 
tors. Since that time our banking system has been greatly improved 
ind strengthened and the control function, particularly in the large 
city banks, has been developed to a high degree. The National Associa 
tion of Bank Auditors and Comptrollers and the 80 Conferences through 
out the country deserve considerable credit for forward thinking and 
advancement in this field. 


The control function in a large bank is centered in the Comptrol 
ler’s Department; in the smaller bank, with no Comptroller, duties of 


; 


this nature are performed by the Auditor. 

The Board of Directors and top officials of a bank are responsible 
for the wise investment of depositors’ funds and the safeguarding of 
stockholders’ interests. In discharging these responsibilities it is impera- 
ver delivered at a meeting of the Detroit Chapter 
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tive that they be constantly and accurately informed about the opera 
tions. In our bank great reliance is placed upon reports furnished by 
the Comptroller’s Department to the Board of Directors and to thé 
President. This information is presented in narrative, tabular and chart 
form. Statistical tables and analyses provide information on particula1 
phases of operations and conditions. Some information properly pr 


sented in chart form is particularly helpful in interpreting trends. 


Summarization of general changes that have occurred during 
period are contained in monthly, quarterly and annual reports. Ths 
monthly reports contain four major sections: Operations, Conditions, 
Statistics and Condensed Audit Report, being accompanied by exhibits 
The quarterly reports summarize in narrative form the happening 
during each month period, as well as comparisons with previous periods 
[he annual reports are combinations of the four quarterly reports 
reviewing the bank’s operations for each year. The annual reports also 
contain certain historical data, particularly as to any major changes 
policy. All these reports are confidential 


The Auditor is a subordinate of the Comptroller. He is responsibl: 


for the internal audit and verification of accounts. He has direct access 
to the Board of Directors on any matter of major importance. This is 
accomplished by submitting detailed reports of audits to the Comptroller 
with a copy to the responsible operating head, while the monthly sum 
mary report of audits is made directly to the Board of Directors. The 
directors’ Examining Committee, composed of directors appointed by 
the Board, often utilizes the services of the Auditor to represent it in 


connection with certain details of a Directors’ Examination. 


Banks, by the very nature of their business. are vulnerable to fraud 
from without and from within. Vast sums of cash and securities aré 
handled and considerable amounts of credit are extended. Operating 
procedures must be carefully planned to minimize the possibility of 
fraud. Operating safeguards which make concealment of defalcations 
difficult go far toward eliminating fraudulent acts. A manual of ap- 
proved operating procedures is essential in attaining a high standard of 
efficiency and safety, and such operating procedures are approved by 
the Comptroller’s Department in order to assure the maintenance of 


the necessary safeguards. 


There are two general philosophies of bank auditing: One con 
templates the verification by audit clerks of routine transactions of 
various departments. This system requires an audit staff in proportion 
to the size of the bank and the volume of transactions. The other cor 


templates a system wherein reliance, for both operating efficiency ar 
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safety, is placed on internal controls and periodic audit and test check- 
ing. We subscribe to the latter philosophy 

Before discussing other phases of internal control and audit I should 
mention the importance of adequate insurance protection. Coverage 
should include fidelity, burglary, holdup, robbery, forgery, destruction, 
mysterious disappearance, safekeeping, registered mail, movement of 
securities by messenger, fire, public liability, contingent liability in con- 
nection with safe deposit rentals, and workmen's compensation. If there 
are any other exposures they should also be covered with ample insur- 
ance against loss. Most of this coverage can be purchased in a package 
or blanket form of policy. The cost can be minimized by adequate 
safeguards and audit procedures which assure a favorable record of 


losses experienced. 


CASH AND CASH ITEMS ON HAND 


Each teller should have complete and sole control over the cash 


with which he or she is charged. The amount should be as small as 
practicable. There should be occasional surprise audits of each teller’s 
cash and two or three simultaneous counts each yea At that time. 


returned checks should be intercepted for a sufficient period to deter 
mine that no teller has concealed a shortage by putting through fic 
ticious checks 


All tellers’ differences of any consequence should be reported 


promptly to the Auditor so that the relative cash can be proved and a 


full investigation made. ‘Tellers should be completely separated from 
bookkeeping duties. They should be rotated from one location to 
another The control of cash items should be placed where it will 


receive the attention of some one not connected with the transactions 


CHECKS IN PROCESS OF COLLECTION 


The Proof Departments, where checks on local and out-of-town 
banks are sorted and listed, should be completely separated from cash 
operations. Periodically checks in process of collection should be sum 
marized and the amounts compared with the controls. The sendings 
to each bank should then be checked by direct correspondence. Each 
cash letter should go out under seal. For a sufficient number of days an 
auditor should check off the verification replies and examine for irreg 


ularities any items returned 


FUNDS IN OTHER BANKS 


Statements of accounts carried with other banks should be received 
directly and reconciled by the Auditor. Questionable entries and 
uncleared exceptions should be investigated 
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U. S. GOVERNMENT AND OTHER SECURITIES 


Purchases and sales of securities (Bank Investments) should be 
approved by the Chairman of the Board or the President and/or upon 
action of an Investment Committee, comprised of the Chairman of the 
Board, the President and other top officials. Approval by the Board of 
Directors of all transactions in bank securities should be recorded in 
the Minutes. Securities should be held under dual control in the vault. 
or in safekeeping by a correspondent bank. The movement of securities 
in or out of the vault should be controlled through notices by the Secre 
tary of the Investment Committee to the custodian (the audit side of 
dual control). Securities held elsewhere should be released only upon 
instructions signed by two authorized officials of the bank. Bank invest 
ment accounts should be balanced two or three times each year and the 
actual securities on hand compared with the related ledger records; thos« 


held elsewhere should be accounted for by direct confirmation 


LOANS 


The approval of two loaning officers are required on all loans 
| g | 


Their initials should appear on the note or, in the case of a mortgage 


loan, on the application. The application should also contain the 
appraiser's report of his inspection of the property All mortgage 


loans should be approved by a Mortgage Loan Committee, comprised of 
the Chairman of the Board, the President and other top officials. Dis 
count or commercial loans over a certain small amount require the 
approval of the Discount-Committee (comprised of top executives and 
loaning officers Over a certain larger amount, approval of the Execu 
tive Committee in addition to the Discount Committee is required. The 
Executive Committee includes the Chairman of the Board. three or 
more directors, the President, and other top officials. The Discount 
Committee customarily meets daily and the Executive Committee 
weekly. At the monthly meeting of the Board all actions of the Execu 
tive Committee should be approved or disapproved. The Minutes of 
these committees should be checked by the Comptroller's Department to 
determine that all loans have had proper consideration and approval 
There is a continuous audit of new loans to see that proper approval 
and borrowing authority have been obtained and to check the amounts 
recorded in the related general ledger controlling accounts. Loans 
should be made only by credit to borrowers’ accounts or by cashier’s 
check. never in cash. Collateral to loans should be under dual control 
with entries in the register made only on the basis of tickets signed 
by the custodian. The collateral register should not be accessible to 
collateral tellers. Direct correspondence with borrowers to confirm 


both loan amounts and collateral is carried out annually. The actual 
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collateral on hand is compared with the records thereof. Notes on hand 
and the liability ledgers are added and balanced two or three times each 


year 


BANK BUILDINGS 


Purchase of land and buildings or the construction or improvement 
thereof should be approved by the Executive Committee 


DEPOSITS 


Deposit liabilities include, in addition to commercial, bank and 
savings accounts, outstanding instruments of issue. Instruments of 
issue consist of cashier’s checks, bank money orders, certified checks, 
certificates of deposit, trust checks, dividend checks and due bills which 


are issued in settlement of transactions between clearing house banks 
CoMMERCIAL, BANK AND SAviINcs ACCOUNTS 


sookkeeping operations should be completely separated from the 
handling of cash or items convertible into cash. There should be 
rotation of bookkeepers. A further influence in deterring both tellers 
and bookkeepers from fraudulent manipulations of the account records 
is direct confirmation by depositors of their account balances One 
state banking department started direct confirmation of accounts and 
discovered four embezzlements in the first seven banks so examined 
Another safeguard in preventing manipulation is the segregation of and 
divided control over accounts in which there has been no activity for a 
certain period. Payment and bookkeeping functions are separated 
Transfers to and from the dormant division are controlled by the Audi 
tor. All deposit accounts are added and balanced with the controlling 
accounts by the Audit Department once or twice a yea 
INSTRUMENTS OF IssuU} 

Payment of cashier’s checks and other instruments of issue should 
be separated from the issuance duties. Open items are listed by number 
and amount for audit twice yearly and the items paid between audits 
are inspected for proper endorsements. The serial numbers of such 


instruments are all accounted for 


CAPITAL STOCK 


The records of outstanding shares are added and balanced period 
ically. and transfers between audits are carefully scrutinized. There 
should be dual control over the unissued certificates (pre-numbered 
and a control clerk responsible for accounting for all new certificates 


used and old certificates canceled. 


CONTINGENT LIABILITIES 


Acceptances and letters of credit are often included in the pub 
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lished Statement of Condition; offsetting figures appear in both sides 
of the statement. Other contingent liabilities of the bank include loan 
commitments, both commercial and mortgage. guaranties. and exchange 
purchased or sold for future delivery 

The related subsidiary records are examined and the aggregate 
amounts compared with the general ledger controls two or three times 
each year. 

INCOME AND EXPENSE 

Control over income and expense accounts is accomplished by 
means of an adequate accrual system. Periodical proofs of earning and 
expense accruals are carried out. Expense invoices are examined for 
proper approval. Checks for the payment of invoices should be pre 
pared in a separate section. Major purchases of equipment and supplies 
should be approved by the Operating Committee. Each department 
is required to submit a budget at the beginning of each year. Compara 
tive studies of income and expense accounts and related activity statis 
tics are made by the auditors. Salaries, the largest single expense 
account, are under continuous control of the Comptroller or Auditor 
Notification of all changes in personnel, new employees, employees lea 
ing, leaves of absence, etc. by name, date and salary amount should 
come to the Comptroller or Auditor from the personnel officer. Like 
wise, notices of pay increases should be reported by the Salary Com 
mittee. This procedure makes it possible to check the salaries paid for 
each pay period and is an effective check on the work of the payroll 
clerks. ; 

OTHER SAFEGUARDS 
In addition to the internal controls which have been mentioned. 


the following additional precautions are followed 


1. All complaints and reports of discrepancies in the records of 
customer transactions are investigated by the Auditor or an 
audit clerk 


2. All requests for information and confirmation of bank records 
are received by, and replies thereto emanate from, the Audit 
Division 

5. No one person should complete the cycle of a major transaction 
The separation of origination and completion duties provides 
a safeguard over customer transactions, including purchase and 
sale of securities and the handling of collections. 

+. The opening and closing of vaults should be done in the pres 
ence of two designated persons (one an officer) and a complete 


signed record maintained. These persons should be responsible 
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for seeing that everything that should be is placed in the vault 
before closing 
Daily reports of past due loans should be compiled by the 


liability bookkeeper, not the discount teller 


There should be compulsory continuous vacations for all officers 


and employees. 

Statements and canceled checks of customers’ accounts should 
be under locked control and not accessible to tellers and book 
keepers. 

Control over charged-off assets or items should be centralized, 


with periodical accounting therefor 


Night depository safes equipped with dual locks or combina 
tions should be opened only in the presence of two designated 
persons and a daily signed record should be kept. The customer 
should furnish the lock for his bag and be required to receipt 
for it the following day, after which he should open the bag and 


make his own deposit. 


Periodical departmental and branch examinations to assure 
the adherence to the rules and to appraise the effectiveness of 
internal automatic controls provide the capstone for other con 


trol methods. 


PERSONNEL POLICIES 


If employees are treated fairly the problems of the Auditor are 


reduced. 


A disgruntled employee is more likely to commit a dishonest 


act. All officers and employees should receive salaries commensurate 


with their respective duties and responsibilities. There should be bene 


fits, within reason, that will help solve the various problems which are 


often the underlying causes of some embezzlements, for example 


1 


\ loan fund at a low rate of interest to assist employees with 


financial troubles. 

Hospital insurance to take care of major medical expenses 

An annuity or retirement plan to dispel fear or uncertainty as 
to old age 

Life insurance to assure family assistance in case of death 

A promotion program with increases in pay which gives 
employees incentive and ambition to do their best 

Some extra distribution as a bonus at Christmas time is greatly 
appreciated by employees, and should, at least in part, be based 


on years of service. 
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7. An official of the bank should be placed in the position of an 
employees’ counselor and the staff he encouraged to avail them 
selves of his guidance and advice. A helpful attitude on the 
part of management could be the factor determining the right 


course of an employee with a problem 


Such employee benefits have the effect of strengthening loyalty 
and reducing personnel turnover, particularly among the older and 
more experienced members of the staff. Ali this promotes efficient and 


economical operation. 


WHAT THE DREAMERS DON'T LIKE 


If you own an insurance policy——or have a savings account—you 
have a definite stake, indirectly, in business. Because it’s your dollars. 
in part, which insurance companies wisely invest in corporation stocks 
and bonds—to make a profit. It’s your dollars which banks wisely 
invest in bonds, mortgages. etc.. of corporations and others—to make a 
profit 

In 1948—there were 78 million owners of life insurance in the 
country representing 90%, of all the families. 


If you divide the assets of all insurance companies among these 78 
million—you will find $690 invested per average policyholder. And 
31% of those dollars are invested in the securities of business and 
industry. Invested for profit! 

Can you picture what could happen if business failed to earn 
enough profit to show an adequate return on the investments that are 
made to guarantee your life insurance? 


A sorry prospect you say? Yes, but no more so than the prospect 
of the only Business System in the world capable of maintaining real 
security, being tampered with. undermined. compromised, maligned. 
overtaxed, stifled. 


This question of whether business shall remain free reaches deeply 


into the lives and homes and future of every last one 


of us and ow 
hildren. And from where we sit. it’s high time for an end to this 
baseless effort to shackle and restrain——to substitute ways that are known 


to be failures 


That is—if we are to keep this nation and its people advancing. 
ind maintain our position of bank, breadbasket, arsenal, and the last 


great hope of freedom in a bewildered, shattered world. 


Standard Steel Spring Co. 
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Mx Lamperti, the author of this article, is a graduate of the Univer 
sity of Vermont. Upon leaving the Service after World War I, he 
joined the Auditing Department of the Western Electric Company and, 
in the intervening years, has held various posts, including those of Senior 
Auditor; Accountant for Western; General Auditor, Secretary-Treasurer 
and Assistant Vice President of a subsidiary; Senior Development 
iccountant for Western; Chief Cancellation Cost Accountant; Chief 
Factory Auditor; and Chief of Auditing Methods and Results. At present 
he is serving as Organization Consultani for his company 











RGANIZATION Planning as a practical tool for increasing human 

effort is as old as civilization. Principles of organization planning 
are in action whenever two or more people cooperate to reach a com 
mon goal. That this useful knowledge is being applied today is evi- 
denced by the growing trend among progressive companies toward 
the establishment of specialized Organization Planning units 


A fundamental law of organization planning is that coordinated 
effort of two or more people results in greater accomplishment than 
the sum total of their individual efforts (1 + 1 2+-). These efforts 
may be physical, mental, or a combination of both. For example, two 
people can lift a greater weight, carry a heavier load, supplement each 
other’s ideas, or inspire one another to accomplish more than individual 


effort would produce. 


Old as this knowledge is, organization planning as a specialized 
function in industry is relatively new. It is one of the many so-called 
“tools” which management has developed during the past several years 
to facilitate the direction and control of the larger industries and com 
mercial businesses of this country Substantial rapid growth and 
changes in industry, both during and since the war, have created a real 
need for exhaustive scientific review of over-all organizational struc 
tures as well as the functional units within such structures to the end 
that necessary activities may be properly aligned and correlated 
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Thus, organization planning as an integral part of industry is in 
its pioneering stages. Its primary objective is the delineation on a 
formal basis of the steps management must take and the activities which 
must be performed if responsibility and authority are to be assigned in 
such a manner that large numbers of people may be divided into man- 
ageable units and these units work together most effectively 


Working together effectively is simply another way of saying 
efficiently. There are two kinds of efficiency. One kind is derived 
through the exercise of strict discipline. People are made to work 
because they are paid for it and are afraid to do otherwise. They have 
a job and work at it for fear of losing that job if their individual pro- 
duction is below certain minimums 


The other form of efficiency springs from the natural desire of a 
human being to see things done well and progress made, both by himself 
and the unit of which he is a part. It comes from an inner desire to 
work harmoniously with others, a natural instinct in a person who 
knows definitely what his respousibilities are and who is permitted to 
exercise his own free initiative in carrying them out. This type of 
efficiency does not just happen. It is not something that can be left to 
chance, but it can be brought about by the application of certain funda 
mental rules which foster an atmosphere of individual entity and enter 
prise, as well as a spirit of being part of a team pulling together to 
achieve mutually desirable objectives 

Organization planning is, therefore, concerned with the applica 
tion of certain principles designed to promote this spirit and at the same 


time facilitate the coordination of effort to improve performance 


These principles have emerged as a result of measuring through 
years of experience, both successful and unsuccessful group effort 
directed toward specific objectives. The successful groups, it has been 
found, adhered fairly rigidly to certain common practices, whereas the 
unsuccessful groups have usually violated or failed to apply these prac 
tices. As a result, students of business administration have evolved 
certain principles of organization. These principles are really funda 
mental truths of organization since they have been derived from the 
experience of group effort over the years. It is these principles that 
organization planners recognize and apply in building new organiza 


tions or in evaluating and rearranging the efforts of existing ones 
Specifically, the implementation of these principles is predicated 
Ol 
a) Spelling out Company policies, objectives, and programs 


(b) Outlining the steps required to achieve these goals 














Organization Planning 99 

(c) Establishing the particular functions and activities needed to 
carry out each stage 

(d) Delegating responsibility and corresponding authority with 
respect to each function and activity for most effective opera 


tion 


While it is true that these fundamental precepts are applicable in 


all instances, nevertheless it must be recognized that each organization 


must be so constructed as to meet best its own requirements in other 
words, “tailor-made.” There are times also when, because of person 
alities or uniqueness of specific situations, certain exceptions must be 
made temporarily to the complete and unqualified application of these 
principles. However, the end goal of the organization planner is the 
perfect organization predicated on these principles: and concessions 


when made are only temporary 


in contrast, internal auditing as a profession is practically as old as 
the field of accounting itself. Like any other profession it has developed 
a great deal, had its ups and downs, taken on new responsibilities and 
gone through the general stages of evolution which can be associated 
with any profession of long standing. However, it did not come into its 
own until the last decade or so. At the time of the first World War, the 
internal auditor was still considered a checker of details, one who proved 
the accuracy of figures by verifying addition, multiplication, or what 
ever other technical provisions may have been involved. He was 


primarily a detector of fraud 


The recent World War, with its greater industrial problems, its 
need for vast quantities of material, opened up the field of sub-contract 
ing on an enormous scale. This in turn called for extensive service on 
the part of auditors. The field was much broader and called for more 
experienced individuals than were needed for the routinized approaches 
known therefor. The auditor had to be an individual of judgment 


as well as experience, and one who could rapidly attain his objectives 


Another important contributing factor to the growth in stature of 
the internal auditor was the establishment of THe INstiruTE, which 
permitted a more unified collaborative study of the problems of the 
auditor, his field of activities and extent of his responsibilities. All of 
these sources contributed to the present-day definition of the functions 
and responsibilities of an internal auditor, namely, “Internal auditing 
is the independent appraisal activity within an organization for the 
review of the accounting, financial, and other operations as a basis for 
protection and constructive service to management. It is a type of 
control which functions by measuring and evaluating the effectiveness 
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of other types of controls. It deals primarily with accounting and 
financial matters. but may also properly deal with matters of an operat 
ing nature.” 

While the above is only the introductory paragraph in the defini 
tion of the responsibilities of the internal auditor, it does summarize 
effectively his field of action; and it is a very broad field. It opens, o1 
acknowledges the opening of, new horizons in the field of internal audit 
ing. The auditor is the representative of management in the field whose 
fundamental duty it is to see that the policies and procedures estab 
lished by management are being carried out and that they are accom 
plishing the results which management expects of them; in other words. 
that they are effective. 

We hear a great deal these days about management. Just what is 
management, and why is it that it is relatively a new term in industry? 
A quarter of a century ago it was seldom heard, and at the turn of the 
century it is doubtful if anyone ever used it in the sense in which it is 
used so generally today. 

The dictionary gives as one of its definitions of the word, “A col 
lective body of those who manage an enterprise or interest.” This then 
simply means the top key personnel managing and supervising an 
enterprise. Books have been written and will undoubtedly continue 
to be written describing how such groups came into being. Briefly, 
they are the resulting product of a change in world economy. The 
change came about so gradually that it was hardly noticed during the 
development period and, before anyone was fully aware of it, it was 
here. The old form of economy has become known as the period of 
free enterprise. The last half of the nineteenth century saw the growth 
of large individual enterprises and undertakings under this form of 
economy 

Under free enterprise the owner and such people as he himself 
hired would develop and run a business or an industrial undertaking 
No matter how large they grew, ownership was always concentrated in 
the hands of a very few. Later on through sub-divisions of such hold 
ings, either by inheritance or sales of stock by the owners, these con 
centrated holdings became broken up into many smaller holdings. This 
process kept on until at the present day most large enterprises are 
owned by a large number of people. American Telephone, for example. 
has over 700,000 stockholders; U. S. Steel, over a quarter of a million. 
etc. Obviously these owners cannot all participate in the directive 
efforts of the company. 

In addition there has developed an era of intensive competition 
which has brought about: 














Organization Planning 61 


(a) Need for highly concentrated specialized advertising tech 
niques. 
(b) Development and stabilization of markets. 

(c) Technological changes involving large ital requirement 
gice anges inve!ving large capital requirements 
(d) Wide-flung interests with decentralization of production and 

distribution. 
(e) Much more intensive standardization 


(f) Specialization in products with resulting quantity production 


All of these factors have tended to separate further the owners of 
an enterprise and those responsible for: (a) shaping its policies, (b 
building for the future, (c) perpetuating the institution and, (d) other 


functions accepted today as an integral part of each large corporation 


As a result of these needs there came into being the professional 
man, whose education and training is directed toward qualifying him 
to become a paid supervisor of the interests of others in industrial organ 
izations; a paid manager whose qualifications and training must be very 


extensive, but whose potential rewards also could be very substantial 


The field itself became so large that no one man could hope to cover 
all of the varied interests or functions expertly; so there developed 
specialists in specific fields of management, such as specialists in finan 
cial work, human relations, production, engineering, sales, and a num 
ber of other highly specialized fields. The heads of each of these respec 
tive organizations in any one industrial unit, when grouped, are what 


is known today as management 


Usually these heads of functional organizations are located in one 
place which becomes known as headquarters. Obviously, with the far 
flung interests of most large organizations today, these few top people. 
no matter how well qualified, cannot reach everywhere. They have 
found a great need for representation in the field by people who can 
determine whether the policies and procedures which they prescribe 
are being followed, whether such policies and procedures are prope: 
and suitable to the requirements, where there is need for strengthening 
of activities or personnel, and many other things that visits to the field 
by well qualified people alone can discover. 


It is from this need, as well as the work of Tue INstTITUTE o1 
INTERNAL Auprrors and of many leading auditors of the day, that the 
stature of the internal auditor has developed to its present dimensions, 
and is continuing to grow. 


It is from the same set of circumstances that there has come about 
a need for more scientific planning of efficient organizational structures. 
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and hence the development of the professional management engineer, o1 
in the case of larger companies, the setting aside of certain qualified 
personnel into units known as organization planning groups. 


This historical background gives us a basis for comparison of the 
field of organization planning with the field of the internal auditor. 
The former has to do with the over-all organizational structure and the 
alignment of functions so as to make sure that most efficient results can 
be derived. The latter examines the procedures within this organiza 
tional structure and delineation of functions to ascertain that they offer 
the best of controls and that they are most efficacious. Obviously, the 
two efforts go pretty much hand in hand. One supplements the other, 
and there is bound to be, as there always is in two such closely related 
activities, a sort of neutral area, a “no man’s land” where both are apt 
to be active unless there is the closest cooperation between the units 
The other side of the picture is that a close integration of the efforts of 
the two organizations and a constant exchange of ideas should provide 
a complete and adequate force within any organization for the develop 


ment and maintenance of the right type of organization 


Let us examine in more detail the related portions of these two 
functional fields, noting more specifically the governing principles 
under which each carries on its activities 


ORGANIZATION PLANNING 


1. An organization should be built around main functions and 
not individuals or groups. The basic pattern should be tailor 
made to the needs of the job 


2. Functions should be broken down so as to promote balance in 
the organization and avoid duplication, overlapping, neglect 
of essential functions. or over-emphasis on relatively unim- 
portant functions. 

». Executive responsibilities and authority should he defined 
clearly 

t. Responsibility should be coupled with corresponding specific 
authority. 

». Line functions should be separate from those of staff. 

6. Each executive should have a minimum and maximum number 
of major subordinates reporting to him. (The normal span is 
from 3 to 7.) 

7. Every employee should know definitely to whom he reports 

and who reports to him. No one should report to more than 

one line superior. 
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8. Organizational structure should be kept as simple as possible 
The number of levels of authority should be kept at a minimum. 


9. Provision should be made for coordination of related activities 


AUDITING 


1. Review and appraise policies and procedures with respect to 


specific functions 


2. Ascertain the degree of compliance with established policies and 





procedures 

». Appraise the performance under such established policies and 
procedures 

+. Recommend corrective measures wherever procedures are inad 


equate or ineffective. 


Wr 


Ascertain that principles of organization have been applied 
properly. Recommend needed changes. 


| 6. Ascertain that proper internal controls have been maintained 


The internal auditor has other fields of activity which are not 
closely related to the work of the organization planner such as 


a) Accounting and statistical areas 
(b) Financial audits 

c) Protection of assets. 

d) Prevention and detection of fraud. 


Both the auditor and the organization planner reach their conclu 
sions by means of surveys. The auditor’s survey is directed more 
toward the actual inspection of records as well as of procedures, whereas 
the planner achieves his goal primarily through questioning of key 
employees, the study of existing charts or development of such charts, 
and examination of work flow. To some extent both use the methods of 
the other. While the auditor should never be satisfied with the conclu 
sions that may be derived from questioning key personnel until all 
statements have been verified, he nevertheless uses the questioning 
approach in much of his work. The organization planner also at times 
may have to examine in considerable detail the actual working papers 
of an organization in order to confirm his conclusions. It is only by the 
closest cooperation that waste can be prevented and most effective con 
clusions and solutions reached 


An auditing program is usually planned in advance and specific 
audits made as called for in the plan. Organization planners, on the 
other hand, prefer to have an undertaking requested by the top super 
visor of an organization, thereby enlisting immediately the cooperation 
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of the organization to be examined. However, having decided on a par 
ticular project, the techniques of the two activities are pretty much the 
same and usually proceed along the following lines: 


a) Planning the survey. 

(b) Selection of personnel to make the survey. 
(c) Interviews with key personnel. 

d) Audit or detailed check of work flow 

(e) Preparation of report 


No audit or survey should be undertaken without a preliminary 
review of the activities which are to be examined. The senior should 
be in a position in each case to appreciate the scope of the activity, its 
position in the scheme of things, and have a knowledge of the key 
personnel as well as the objectives and functions of the organization 
A quick review of the situation on a preliminary basis is essential to the 
proper planning of the work. 


Having determined the extent and scope of the undertaking, the 
senior is in a better position to decide on the personnel who shall conduct 
the audit or survey. If a group is needed, he will be in a position to 
assign segments of the undertaking to those best qualified for that par 
ticular portion of the review. Auditing staffs are definitely established 
in most organizations and the characteristics and qualifications of the 
individuals are well known. The organization planner may have a 
staff of his own, but usually it is small, and he therefore enlists on a 
temporary basis the services of qualified personnel in other depart 
ments. He tries to select men with ten to fifteen years’ experience, of 
sound business judgment, but not necessarily experts in the fields to be 
surveyed. He considers it good tactics to have representatives from 
each of the departments that are to be affected by the survey so that 
the undertaking becomes a joint effort of all of the departments rather 
than that of the suggestions of outsiders. The selection of individuals 
from different groups brings diversified talent to bear on the problem 
and, in addition, has the advantage of having each of the departments 
participate and consequently contribute to the undertaking. Each 
unit, therefore, is in a position to assume part of the responsibility and 


credit for initiating any changes 


No survey is complete without a knowledge of the work done by the 
personnel of the departments or functions under review. This know! 
edge is developed by interviewing each key employee as to his responsi 
bilities and by an examination of the actual work flow of the depart 


ment, 





| 
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Interviews should be had on an informal basis with the inter 
viewer asking only those questions which are necessary to bring out all 
needed material. The interviewer may take notes as he goes along. 
but after each interview he should make a written statement of his 
understanding of the individual’s job and get the endorsement of the 
one interviewed relative to its completeness and accuracy In many 
instances this will save embarrassment later. The written statements 
are essential to the organization planner, but not to the internal auditor 
As a matter of fact, the latter’s discussions are more designed to help 
him in an approach to the problem and to point up possible flaws in 
the flow of the work. Later he will verify all points by detailed inspec 
tion and use his inspection findings as a source of authority for his con 
clusions. The planner, on the other hand. uses interviews as basic 


material for his conclusions 


However, to the extent that simplification may be effected, or that 
there are seemingly overlapping areas, it is quite important that the 
result of interviews be augmented by an actual inspection of the paper 
work. Thus the auditor bases his conclusions primarily on a study of 
the detailed work, supplemented by interviews, whereas the planner 
uses the opposite procedure. In both cases the findings must be factual 


and subject to proof if necessary 


The final step in both instances is the writing of a report to man 
agement. This undoubtedly is one of the most important and difficult 
features of either an auditor’s or planner’s work. Anyone can write 
a report of a kind, but it takes every form of ingenuity to prepare an 
attractive, realistic, selling-type of report which will draw the attention 
of a reader and then hold it. It must be so constructed as to demand 
reading. It must be kept sliort, tell all the facts. and be full of sales 


manship 


Organization planners are using a technique of visual aid in the 
presentation of reports and have found this very helpful. Auditors to 
date have done little, if any, of this, but there is a field here applicable 
to certain types of reports that should be given every consideration by 
the internal auditor as it has proved its worth in many other activities 
It has been established that anyone unfamiliar with the subject matter 
of a report will retain the material and the suggestions, if helped by 
visual aids, much longer than he would without such a medium for 
focussing his attention on the most important points. Incidentally, a 
report characterized with well thought-out picturizations excites the 
curiosity of the reader and keeps him reading. It is seemingly an 


important tool and has interesting potentialities.* 


*One picture is worth ten thousand words.—Chinese proverb 
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These are the main features common to the internal auditor and 
the organization planner. Their relationship extends into many othe 
minor matters. There is no doubt but that the two functions are closer 
to one another than they are to other departments or functions in the 
organization. Each is offering a substantial contributio: and both are 
rapidly extending their horizons. However, it will require the closest 
cooperation and mutual appreciation for each to achieve the utmost in 
their respective fields 


MAN WANTED! 


Wanted—A man for hard work and rapid promotion; a man who 
can find things to be done without the help of a manager and three 


assistants 


A man who gets to work on time in the morning and does not 
imperil the lives of others in an attempt to be first out of the office at 


night 


A man who listens carefully when he is spoken to and asks only 


ough questions to insure the accurate carrying out of instructions 


A man who moves quickly and makes as little noise as possible 
about it 


A man who looks you straight in the eye and tells the truth every 
time. 


man who does not pity himself for having to work 


A 

A man who is neat in appearance 

4 man who does not sulk for an hour’s overtime in emergencies 
\ 


man who is cheerful. courteous to everyone. and determined to 

make good 
This man is wanted everywhere. Age or lack of experience do 
not count. There isn’t any limit, except his own ambition, to the num 


ber or size of the jobs he can get. He is wanted in every big business 
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ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


JOHN F. BRADY, Member of the Editorial Committee, directs 


Subject: 
By: 


Subject: 


By: 


attention to the following articles of interest: 


Depreciation and High Costs: The Emerging Pattern 





STEWART YARWOOD McMULLEN, C.P.A., Professor of Accoun* 


ing, Northwestern University 


Publi hed in the Journal of Accountancy, October 1949 


In this paper, two methods employed by several major corporations 
with respect to depreciation are discussed in the light of the changed 
price levels and the necessity of replacing the equipment out of 
income set aside for this purpose 

The two principal methods set forth in the 1947 Annual Reports of 
the United States Steel Corporation and the Chrysler Corporation 
ire explained in detail as are the reasons for their adoption 

Mr. McMullen indicates that U. S. Steel recorded in its 1947 Report 
the wear and exhaustion of its facilities in terms of current dollars 
as distinguished from the dollars it expended for them, but that in 
1948 it abandoned the practice in view of the disagreement existing 
among accountants and the stated position of the American Institute 
of Accountants which is supported by the Securities and Exchange 
Commission 

He further states that in its 1948 Annual Report it used a method 
of accelerated depreciation based on cost instead of one based on 
purchasing power recovery. and that this revised method is similar 
to the one used by the Chrysler Corporation 

In explaining the Chrysler Corporation formula, he points out that 
the excess cost of acquisitions over prewar price levels is amortized 
at an accelerated rate of approximately 60% of the regular depreci 
ation for 1948 causing a reduction of earnings in 1948 of 5.5% as 
applied, to Chrysler and 28% when applied to U. S. Steel Corpora 
tion for 1948 

Stress is also given to the fact that in the original U. S. Steel 
formula. the excess depreciation was credited to a surplus reserve 
but. that in view of the adverse comments as to this practice, U. S 
Steel Corporation now follows the same practice as Chrysler of 
crediting the accelerated depreciation to Depreciation Reserve 
and this scales down its book value to a value less than the present 
day replacement cost of its assets to which it voiced objection in its 
1948 Annual Report 

In view of the effect this treatment has on the book value of assets 
and their valuation by investors and others. the necessity of furthe: 
study of this important problem is quite compelling and the real 
significance should therefore be clearly understood, by all. in partic 
ular by those representing management in fiscal matters 


An Inquiry into the Nature of Business Income Under Present 
Levels 


ARTHUR H. DEAN, Partner of Sullivan & Cromwell 


Published by the American Institute of A tants in Februar 
This is the first of a series of pamphlets published under the aus 
pices of the Study Group on Business Income organized by the 


American Institute of Accountants in the autumn of 1948 


67 


Price 


1949 





The Internal Auditor 


Mr. Dean, as a member of the Study Group, was asked to approach 
this subject from the legal standpoint in the light of his experience 
and training in the legal profession and, in this paper, which is 
circulated in an endeavor to stimulate thought and discussion on the 
subject, he covers in a very comprehensive manner all aspects of this 
broad subject including the following 

1. Concepts of Income and Capital 

2. Legal Recognition of Depreciation 

3. Income Subject to Tax 

4. Income Available for Dividends 

5. Income for Rate Fixing 

6. Income Under the Federal Securities Act 
As part of management, the internal auditor can weigh and compare 
the facts cited, particularly those with reference to plant and equip 
ment acquired since the war and construction costs incurred since 
then with the same problems in his own particular business to its 
advantage and a sound national economy 


Subject: Business Income and Price Levels — An Accounting Study 
By: GEORGE O. MAY, Research Consultant of the Study Group 
Business Income 
Published by American Institute of Accou 
This monograph is the second of a series of pamphlets published 
under the auspices of the Study Group on Business Income organized 
in 1948 by the American Institute of Accountants. It is the result 


of several months of research in England and the United States by 
George O. May. former senior partner of Price. Waterhouse & Co 


This scholarly research is the handiwork of Mr. May, who assumes 
sole responsibility for the views expressed in the following broad 
fields. 

1. Foundations on Which Financial Accounting Today Rests 


2. Postulates and Canons of Accounting 
3. Application of Principles to Routine Transactions 
+. Treatment of Extraordinary Items 

=) The Problem of Rising Price s 

6. Specific Questions Considered by Study Group 

7. A Tentative Proposal 

8. Forms of Presentation as a Solution 

9. The Possibility of Unifying the Concepts of Business Income 
Ihe importance of this study takes on added significance when con 
sideration is given to the inflationary forces that have made them 
selves felt all over the world since the ending of the war. and th 
resulting problems make it incumbent upon the accountant to 
understand their far-reaching effects on business. 


Subject: Five Abilities Essential to Executive Capacity 


By: LAWRENCE C. LOCKLEY, Professor of Marketing, Graduate School 


of Business Administration, New York University 

Published in Dun’s Review, Aug 1949 
In this paper, Professor Lockley stresses the fact that, of the five 
skilled trades in American business, that of the executive is one of 
the few remaining which is reached by serving an apprenticeship 
that promotion to executive responsibility imposes the need of im 
portant abilities not previously required of the employee 
Further, he indicates the pitfalls into which the unwary may slip 
and names the five attributes that lie at the root of management 


which an executive should possess 
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1. The power of rapid orientation 
2. The ability to delegate work 
3. The capacity for analysis and synthesis 
+. The aptitude to make prompt decisions 
5. Mastery of the art of policy thinking 
Mr. Lockley states that the techniques of management are not 
closely related to a knowledge of job procedures, and that the diffi 
culties on assuming executive responsibility are 

1. Failure to make clear-cut delegations of assignments 

2. Failure to retain personal competences 

3. Failure to realize the basis of appraisal of his work 
Stress is also placed upon the fact that, in large organizations, the 
promotion of a line executive is often followed by a considerable 
personnel turnover; that much of this turnover is due to the inability 
of the employees to adjust themselves to new and less adept guidance 
than to personal incompatibility of the staff 


Why and How J. & L. Steel Discusses Its Annual Report with Its 


Supervisors 


WALTER H. DUPKA, Vice President and Controller of Jones 
Laughlin Steel Corporation, Pittsburg, Pennsylvania. 
Published 7 


T / c 1040 
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In this timely paper, Mr. Dupka discusses the various features of 
the annual report of the Jones & Laughlin Steel Corporation that 
are taken up with supervisors, in order to promote a better under 
standing of the problems of management and let them feel, as they 
should, that they play a vital part in the work and should lend their 
assistance in every way possible to insure profitable operations 
The matter of the allowance for depreciation and depletion is dis 
cussed in the light of its inadequacy to cover present high replace 
ment costs as is the necessity of retaining substantially large corpor- 
ate earnings to provide funds for replacements and improvements 
that are not provided through customary depreciation provisions 
The necessity of having large amounts of working capital surplus 
retained in the business in the form of raw materials, work in 
process and finished goods. is also explained and discussed with these 
men. and emphasis is placed upon the amount of investment 
required to provide each employee continued employment 

These and many other important problems are explained and dis 
cussed through the use of charts; and these conferences have proved 
worthwhile as they give the foremen and supervisors a better con 
ception of the information contained in the annual report and enable 
the men to counteract the false propaganda which is detrimental to 
their interests. as well as those of the business with which they 
issociate themselves 


The Old and New Depreciation Problem 





6Y 


& 


J. H. LANDMAN, Member of Sher, Roeder & Landman, New York 


Tax Attorneys 
lj in T The Tax Magazine, October 1949 


In this paper Mr. Landman, at the outset, explains the historical 
background of depreciation and states that early court decisions 
did not recognize the necessity of depreciation allowances, that de 
preciation was not permitted as a business expense until 1894 
and. until 1909. the U. S. Supreme Court did not recognize the 
propriety of such a deduction 


P oD hed n i!axe 


Moreover, he points out that since the enactment of the federal 
income tax in 1913, depreciation has always been permitted as a 
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business deduction, that up to 1934 the taxpayer’s determination 
of depreciation remained undisturbed except when it was shown 
by clear and convincing evidence to be unreasonable 

In proceeding he also indicates that the depression of the 1930's 
brought with it a more challenging depreciation policy and that this 
has persisted ever since; that one of the early aspects of this policy 
can be discerned in the 1933 preliminary report of the subcommit 
tee of the Committee on Ways and Means. entitled Prevention of 
Tax Avoidance.” in which it was recommended that depreciation 
be reduced by twenty-five per cent for 1934, 1935 and 1936. This 
policy can be contrasted with the present attitude of the Treasury 
which is set forth in all of its broad aspects in the light of the 
inflationary conditions presently existing 


The Accountant's Role in Maintaining a Stable Economy 
N.A.C.A. 1949 Conference Proceedings at Chicago, Illinois 
Published by: National Association of Cost Ax ntant 


This book includes the addresses delivered at the Thirtieth Inte: 
national Cost Conference held at the Palmer House in Chicago 
Illinois. on June 20. 21 and 22. 1949. on the following timely topics 
The Challenge to Management 
LeRoy \. Petersen 
The Challenge to Labor 
Peter Seitz 
Pricing Policies and Cost Analysis 
Joel Dean 
The Function of Costs m Pricing 
Donald M. Russell 
The Development of a Planning Progran 
A D. Ross Fraser 
How Our Profit Planning Program Works—A Case Study 
Nicholas St. Peter 
Opportunities for Cost Reduction and Control—Through Man 
agement 
Oscar N. Lindahl 
Opportunities for Cost Reduction and Control—Through 
Accounting 
Thomas WwW Spicer 
Necessary Improvement for Effective Use of Accounting 
Information 
Richard P. Swartz 
How We Are Making Our Accounting Information Mors 
Useful 
Edmund H. Plant 
These addresses are presented from the standpoint of the account 
ant, and emphasize the role he should assume in the solution of 
these basic problems, some of which necessitate the coordination 
of his efforts with others. and many of which are. in a sense. his pri 
mary responsibility 


Setting a Pattern for Procedures Analysis 


G. O. ECKLEY, Assistant Comptroller of United Air Lines, Chicago 


Published in The Controller, September 1949 
In this interesting discussion on procedures and their analysis to 
ascertain whether or not they meet and fit the present needs of the 
business, Mr. Eckley, in the light of wide experience, takes up each 
aspect of the problems involved under four specific categories 


1. Survey of present procedures 
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2. Analysis of data for development of possible improve 
ments 
Acceptance of solution and installation of the new pro 
cedure 
+ Periodic review of the procedure after it has heen in 


stalled 


rhese matters are studied from the standpoint of the necessity of the 


reports, the procedure followed, the ones responsible for them, the 
cost of the reports and their use in measuring the productivity of 
workers in accomplishing an even flow of production and elimin 
iting idle time due to shortages in raw materials. or for other rea 
sons 

Chis discussion is approached from the standpoint of management 
in coordinating activities in such a manner as to have the facts 
readily available for the solution of the problems ever present in 
procedures. and their effective use at reasonable cost It can he 
read wiih this thought in mind 


What Can Be Done About Employee Dishonesty? 

WALTER L. FLYNN, Manager, Research Department, National 

Surety Corporation, New York, and 

JOSEPH GETZ, Member of New York State Society of Certified 

Public Accountants, New York 

Publi F 
The extent of the loss sustained by business through employee dis 
honesty is estimated to amount to approximately four hundred mil 
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lions of dollars a year, and, in this paper, the authors consider the 
tremendous impact it has on business and. at the same time. the 
effect such defalcations have upon the ones involved in them, thei: 
families and the ultimate effect these defalcations have on society 
The reasons for employee dishonesty are then considered; and the 


recommended measures for preventing them through selection of 


personnel and the adoption of proper accounting systems. including 

adequate internal control. are discussed as is the use of fidelity 

bonds 

The suggestions offered are worthwhile and can be considered and 
g 


applied in an effort to minimize, for the sake of all concerned. the 


leleterious effects of defalcations in business 


language of a foe: 
1 interested one has said is the language of a friend: but what 
erstanding one has said is the language of a kinsman 
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FIDELITY BOND SURVEY 


A survey of Fidelity Bond coverage wa 
. bers of the Automotive and Public I 


The answers to each question represer 


s made among several mem 


tility Industry Groups 


it the poli ies followed by the 


majority reporting; however, any general exceptions are also indicated 


Questions 


1. 





Type of Fidelity Jonds Carried 


a) Comprehensive 
Covering all employees 

b) Individual Bonds 

c) Name Schedule Bonds 

d) Position Schedule Bonds 

What employees are required to make 

Applications for Fidelity Bonds 

a) All who handle cash and securities 

b) Financial Officers 
and Executives only 

( All employees of company 

d Those who are responsible for buy 
ing, storing or approving payments 
for material and equipment pur 
chased 


e) Others 


\re Claims filed for employee infidelity 
under the Bond. 

a) In all instances 

b) Only in excess of specified amounts 
c) At discretion of Company 
Management 


Answers 
Automotive Public Util 
Yes Yes Note B 
No No 


Yes—_No No 
Yes—No No 


Yes No No 


No No Note ( 
No Yes 

No 

Only Special 

Cases Note D 


Yes—No Yes 
No 


Yes——_Note A Yes 
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COMMENTS 


AUTOMOTIVE 


2(e)—Bank Signatories, all Branch Employees 
5 
3(« Note A—Notice of defalcation is given Bonding Company in all 


instances, and claims are generally filed in all such cases, but 


there may be rare exceptions where no claim is made 


Pusiic UTILitry 


Pn l(a Note B—-Also individual bonds for special representatives and 
employees in Cash Collection Offices 
2(b Note C—Officers of Beneficial, Athletic and Employees’ Associa- 
he tions are covered by position Schedule Bonds 
" 2(e)—-Note D—Bonding Company reserves right to require an employee 
to make application for Bonding if circumstances so warrant 
» B 


CAST OF CHARACTERS 


I Won't is a tramp. I Can’t is a quitter. I Don’t Know is lazy 
I Wish I Could is a wisher. I Might is waking up. I Will Try is on 


his feet. I Can is on his way I Will is at work. I Did is now the boss 





—Earu Cassel 
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To Tue Eprror: 


erable service to each of us individually. 


I am certain that your Editorial Committee 


itself or as an expansion of the present “Members’ 


equally certain that the membership would like it 


reaching as it does all members? 


that we want.” 


promote the publishing of Case Histories. This is 


vide 


HE EMPLOYMENT PHAs! 


Just as education begins very early wm our lives 
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In the September, 1949 issue of The Internal Auditor, 1 found the 
article by our Past President, Earle H. Cunningham, on the subject 
of Education, to be of considerable interest. Particularly. 
where Mr. Cunningham discussed the need for “Case Histories” 


means of furnishing a basic form of education which can be of consid 


“Case Histories” become a standard feature of the Quarterly either by 


I would like to suggest, therefore, that either through your Editorial 
Committee or on a Chapter level, the senior member, in each of the 
Companies represented in Tue INsrrrure, takes upon himself the obli 
gation of contributing at least one case history. When Internal 
gather together, they exchange ideas, discuss their programs, and the 
internal controls in their companies. Why not supplement these local 


interchanges with the wide dissemination which the Quarterly affords, 


Surely. in the course of the year some unusual incident is disclosed 


through an audit, or, if nothing unusual did occur, the members would 





still be interested in what might even be considered the conventional 
program. What is wanted and needed are the personal experiences 0 
our members. Company names and other personal data can be deleted 


As Mr. Cunningham says, “It is the incident. the problem or the case 


| hope the Editorial Committee and Tue Instirure will actively 
a service which. 


members of Tue INstrrure and the profession. we can and should pro 


SOME COMMENTS ON STAFF TRAINING 


so does education 
of the staff begin at the first contact with a prospective member of 1 


staff. If you are hiring a new auditor or transferring a man to you 
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staff from some department within the company, it is extremely impor 
tant that your interview and first contact be well planned so as to get 
across the right impressions with the prospective applicant Be cer 
tain you know what you are after in your man. ask the questions 
which will bring out the important considerations, be fair to the man 
in putting questions about technical phases of the work with which he 
may not ever have had opportunity to become familiar; and generally 
conduct yourself in a manner which will breed confidence in you and 
in your department \ sensible man-to-man- basis is preferred. You 
remember how you felt when you were applying for a job. so put your 
self in the applicant’s shoes and conduct the first contacts in a way 
that will enhance his appreciation of your ability to handle men and 
women, for, after all, that is your principal assignment as a supervising 


internal auditor 


ORIENTATION 


When the new auditor reports for work, he should be given a gen 
eral introduction to the company as a whole. Of course, if he is trans 
ferred from another department, this phase can probably be omitted 
This introduction should include an explanation of the general com 
pany rules of employment, an explanation of the pension plan, the 
sickness and vacation rights, the general company organization; some 
thing about the company’s product or services, and other pertinent infor 
mation. Some companies have done unusually good work in providing 
explanatory booklets and other material to help acquaint the new 


employee with the company for which he is to work 


ae 


Following the general orientation. there comes the conference with 
the supervising internal auditor. The latter should never be too busy 
to sit down and talk to the new junior about the place of the internal 
auditing function in the scheme of management, the duties and responsi 
bilities of an internal auditor, what sort of a man an internal auditor 
must be or become if he is to be a good auditor. and something about 
the importance of tact in dealing with others. Following this, there 
should be a discussion of the first auditing assignment of the new junio 
This discussion should be general in nature, providing some background 
material about what the big aim of the job is and the major steps to be 
taken in reaching this aim. The next step is to point out which senior 
will supervise the junior’s work and carry on the next phase of training 
Before turning over the instruction to the senior, the junior should be 
introduced to the other members of the staff and to the principal depart 
ment and division heads about the company with whom the junior will 
come in contact. Of course, if you conduct a decentralized operation 
where many of your plants are located too far away from the head 
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quarters to permit introduction of the new auditor to all the men he 
will contact in the near future. this part of the orientation should be 
properly carried out as the need for such contacts arises You should 


never overlook the importance of lending vou support fo new men 


the field 
INITIAL TRAINING 


The senior auditor should instruct the new auditor in the proper 
manner, presenting each operation one important step at a time, stress 
ing each key point. The instruction should be clear, complete. and 
patiently given. No more should be presented at one time than thy 
student can master. The new auditor should be encouraged to ask ques 
tions about things he does not understand. His work should be super 
vised carefully until it is felt that he can proceed with less close super 
vision. He should be made to understand that he can always ask ques 
tions. and the senior. as well as the supervising auditor. should be 
available to him for answering these questions. Naturally the super 
visor cannot take time to answer all questions, but the junior should 
not be made to feel that the way to the supervisor is closed 
CONTINUING EpucATION FoR ALL AUDITORS 

Periodic staff meetings of internal auditors provide an excellent 
means for keeping all internal auditors apprised of the progress and 
aims of the department. The members of the staff should be encouraged 
to offer suggestions on assignments and scheduling as well as the man 
ner of performing audits. Another effective idea that has worked well 
is the assignment. voluntary if ‘possible, of recent arti les yf professional 
interest for review by one of the auditors as a part of the staff meeting 
In this way all auditors are kept abreast of the latest thinking as set out 
in the available current literature. The staff should be encouraged to 
use or adapt ideas from these writings to their current auditing projects 


or hold the ideas in file for use on future audits 


Donatp E, Doo.ry 


SIMPLE EXPEDIENTS IN AUDITING 

The employment of simple expedients sometimes results in the dis 
closure of fraud. particularly in small institutions where many of the 
safeguards of internal control cannot be instituted because of the small 
ness of the staffs involved and. also, where well-designed systems have 
been rendered ineffectual as the result of the careless, or deliberate dis 
regard of precedents. While there is nothing new about the methods 
which I am about to stress, I feel that auditors are sometimes prone to 


underestimate their value. 





su 
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For instance, while verifying the outstanding capital stock of a 
suburban national bank, I uncovered a fraud which had been pet 
petrated by the cashier. 


The method which I employed was to run an adding machine tape 
of the number of the outstanding shares recorded in the capital stock 
record and, by multiplying the total of the listing by the par value of 
the stock, arrived at the value of the capital stock reflected by the gen 
eral ledger and the balance sheet 

As it was the practice to paste the cancelled stock certificates to 
the stubs of the certificate books at this particular bank, I examined 
these certificates to ascertain if they were properly cancelled, and veri 
fied the number of outstanding shares by reference to the stubs to which 
no certificates were attached. I also noted that the necessary docu 


mentary stamps were affixed to the stubs 


So far, so good! I had succeeded in reconciling both the stock record 
and the stock certificate books with the general ledger control. Would I 
have been justified in terminating my investigation at that point? The 
answer is an emphatic “No”! Fortunately, I went a step farther, and 
here is the simple, time-tested expedient that I employed 

I thumbed through the unissued certificates in the stock certificate 
books to determine if there were any gaps in the numerical sequence, 
and also to note if any certificates had been signed in blank, as both 
the president and the cashier were required to sign all certificates upon 
issuance. I did find some which had been signed in blank by the presi 
dent. Like so many chief executives of small to medium-sized banking 
institutions, he received no compensation in the form of salary for his 
services; he had other business interests, and devoted only a small por 
tion of his time to the affairs of the bank. Therefore, he was easily 
persuaded to facilitate the issuance of new certificates in this mannez 

In addition, I discovered a gap in the numerical sequence. Upon 
closer scrutiny it appeared that a certificate had been deliberately 
removed, as well as the stub itself. A sharp instrument had been used: 
probably a safety razor blade; and the cut was made so close to the 
binding of the certificate book that the certificate would never have been 
missed if the numerical sequence had not been observed 

Naturally, my suspicions were aroused, and this is what the ensu 
ing investigation disclosed 

The president signed the blank certificate without taking the pre 
caution of verifying the serial number, either because he did not realize 
the importance of so doing or, more likely, because he had implicit con 
fidence in the fidelity of the cashier who was a well-respected citizen 
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in the community, and had attained his position by virtue of his ability 
and many years in the service of the bank. Having obtained the sig 
nature of the president, all the cashier had to do was to fill it im, sign it 
himself, and, in view of the fact that it was in his custody, impress the 
bank seal upon the certificate. 

At the time, certain bank stock was highly regarded as an invest 
ment, and as collateral security. The stock iri question was closely held 
and had an extra value for that reason. 

The certificate was executed for a sizeable block of shares and was 
pledged as collateral against a loan in another bank 

The precaution was taken to place the loan with a “State” bank 
in order to avoid detection by the “National” bank examiners as, under 
the banking system, banks chartered by the states are examined by 
“State” bank examiners who do not examine the “National” banks. 
while the latter institutions receive their charters from the government 
of the United States of America and are examined by “National” bank 
examiners appointed by the Comptroller of the Currency and who have 
no jurisdiction over “State” banks 

In order to further illustrate my point. I will outline another case 
out of my own experience 

The case I have in mind involved another banking institution and 
a defalacation which nearly equaled its entire capital structure. Mis 
appropriations were spread out over a period of several years; and, if it 
had not been detected when it was, in all probability the eventual result 
would have been a complete collapse of the bank 

To complicate matters further, the defalcation was discovered dw 
ing a period when the confidence of the general public was considerably 
undermined in respect of financial institutions, and the directors were 
apprehensive lest the news precipitate a run on the bank. Fortunately. 
the news did not leak out for some time and. in the interim, restitution 
was effected. The result was that a run did not occur 

One of the duties of the assistant cashier, who perpetrated th 
fraud, was to open the so-called daily “letters” from the Federal Reserve 
Jank containing checks drawn by depositors which had been cleared 
through the “Clearing House”; scrutinize the checks for proper endorse 
ments, dates, etc.; compare the checks with the enclosed listings, and 
verify the totals of the listings \fter performing this routine, the 
assistant cashier would turn the checks over to the bookkeeper for post 
ing to the individual depositors’ accounts. Before bank closing time, a 
draft would be drawn by either the cashier or the assistant cashier, to 
the order of the Federal Reserve Bank for the amount of the checks. less 
any returned with the remittance for uncollected or insufficient funds. 


improper or missing endorsements, post-dating. stop payments, et 
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Naturally, in order to reflect the transactions in the controlling accounts, 
“Cash” would be credited and “Demand Deposits” debited in the amount 
of the draft. Another duty which the assistant cashier performed was 
to run a trial balance of the subsidiary ledger accounts each day as a 
check on the work of the bookkeeper. 

The assistant cashier maintained a small personal checking account 
in the bank, and the method used to obtain funds was to draw checks 
against that account, but intercept and destvoy them when they were 
received in the Federal Reserve “Letters.” This eliminated the evi 
dence, but caused an ever-widening difference between the controlling 
account and the total of the subsidiary ledger accounts. In other words. 
the aggregate of the individual checking account balances exceeded the 
amount of the general ledger controlling account to the extent of the 
misappropriations. The difference would have been revealed, of course, 
by running a tape of the depositors’ balances, but this function, remem 
ber. was performed by the assistant cashier Apparently, before the 
bank examiners listed the balances during their periodic examinations, 
the assistant cashier abstracted certain accounts with balances closely 
approximating the difference 

The assistant cashier was away on a vacation when, in accordance 
with my directions, an attempt was made to reconcile the subsidiary 
accounts with the control. When I was informed that the accounts did 
not balance, | obtained the last tape which the assistant cashier had 
run and, fortunately, retained. I noticed by the symbol at the begin 
ning of the tape that the adding machine had been cleared before the 
account balances were listed, and that the total of the listing was in 
exact agreement with the control. I then checked the subsidiary ledge: 
account balances against the tape and found that they were all listed 
[he chain of events which followed was the result of the simple exped 
tent that | employed next! I merely re-ran the balances listed on the 
tape and found that the total of my tape exceeded the total of the 
assistant cashier's tape to the extent of the defalcation 

Hoping to mislead anyone attempting to balance the accounts, and 
knowing that many people would merely check the account balances 
against the balances listed on the tape, the assistant cashier started out 
by clearing the machine, listing all the account balances and, before 
taking a total, threw back the carriage of the machine, deducted the 
difference by using the subtraction key, restored the carriage to its 
original position, and struck a total. The act of throwing back the car 
riage before making the deduction had the desired effect without print 


ing the amount on the tape 


Ropert H. Herman 














MODERN DEVELOPMENTS 
IN OFFICE EQUIPMENT 


NEW IBM MACHINES 


The addition of eight new machines to its line of products was 
announced recently by International Business Machines Corporation 
The new products include an accounting machine with wheel printing 
which accumulates and lists information from IBM cards; an entirely 
new card punch of increased efficiency and ease of operation; a card 
programmed electronic calculator embodying developments from the 
construction of large IBM calculators for pure and applied science; an 
alphabetical collator which handles cards punched with codes and other 
designations of materials; a device which permits the use of IBM cards 
in the automatic operation of the IBM electric typewriter; an electronic 
statistical machine which combines for the first time the various func 
tions of preparing statistical information; an improved proof machin« 
for sorting and listing bank checks, sales slips and other documents; 


and a time recorder of increased flexibility and improved functioning 


The new IBM accounting machine lists 150 lines of information 
a minute from IBM cards or accumulates information from IBM cards 
at the rate of 150 cards a minute, Type wheels in each of the 120 
printing positions can print 47 characters, including all letters and 
numerals and 11 special characters, including dollar and percentage 
signs and punctuation, in any position on a report form. The spacing of 
10 characters to the linear inch permits reduction in the size of forms and 
consequent savings in forms costs. A new feed makes possible repeated 
readings from one card. The machine has provision for storing alpha 
betical and numerical information until needed. Other new features 
are: 112 net balance counters, increased selector capacity, ability to 
print and cross-add totals in any desired sequence. and the inclusion 


of summary punch wiring on the control panel 


The new IBM card punch is available in both a non-printing model, 
aud a printing model for simultaneous interpretation of the informa 
tion punched in the cards, and for punching numerical data only or for 
both numerical and alphabetical information. It has automatic card 
control of programming, providing simplified operation; a simple and 
fast method of duplication without the use of a master card, and a new 


ly-designed movable keyboard with light touch and comfortably-level 
keys. 
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The IBM card-programmed electronic calculator is one of IBM’S 
principal developments in the field of computing, solving problems 
which involve any number of steps in computation 4 combination 
of several units. including three standard IRM machines. it has many 
applications in the fields of engineering. scientific and actuarial compu 
tation. One of the standard units is an electronic calculating unit cap 
able of performing at the rate of 2.174 additions and subtractions or 
86 multiplications and divisions a second. Other units include an 
accounting machine for interpreting instructions and accumulating and 
printing results, a storage unit for retaining data for later use in a prob 


lem and a punching unit for recording results in IBM cards 


Each step in the sequence of operations is directed by numerical 
instructions punched in IBM cards which tell the electronic calculating 
unit where to obtain the factors for this step, what calculations to per 
form with them and what to do with the result print it, punch it, hold 
it for later use or perform combinations of these possibilities. When 
not in use for this type of computation, the accounting machine and 
electronic calculating punch units may be disconnected and used to per 
form standard accounting and computing operations. 


The new IBM alphabetical collator has been designed primarily 
for the use of manufacturers. distributors and other organizations desir 
ing to retain throughout their records code numbers or other identify 


- ° ) 
navons assignea 


ing desi to materials by their original suppliers. This 


, 
] ‘ . . ‘ t>] ‘ afxy 

electronic unit will interfile, compare, select and verify the sequence 
of IBM cards punched with alphabetical or numerical designations, 
alone or in combination. and with interspersed dashes where needed 
Operating at a speed of 240 cards a minute, this machine collates in one 


lata of varving lengths 


operation, IBM cards punched with controlling « 
up to 16 or 19 character 

The IBM Cardatype is a new machine that uses pre-punched IBM 
cards to prepare documents automatically on the IBM electric type 
write! Adapted to innumerable uses where information is used 
repetitively, it assures accuracy in transcription. It types at the rate 
of 10 characters a second or 120 words a minute. 

A program-tape controls the reading of the cards and the typing 
of the information desired in the correct positions on the document 
The machine can be programmed to stop at any given point to allow 
the operator to type in variable information. Where desired, a second 
typewriter can be connected to the basic unit for the automatic prepara 
tion of a different type of document requiring the same information. 

Simultaneously with the typing operation, a transmittal tape con 
taining that part of the information needed for statistical or other pur- 
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poses can be punched. One roll of transmittal tape can contain all 
the information punched in 1500 or more IBM cards and can be mailed 
economically to a main office or other point to be translated by the 
[BM tape-controlled card punch back into punched cards. These cards, 
containing the same information as that recorded on the documents by 
the Cardatype. are then available for the preparation of any desired 
records or analyses on high-speed IBM electric accounting machines. 


The IBM electronic statistical machine for the first time combines 
in one unit the functions of sorting, counting, accumulating, balancing, 
editing, and printing of statistical information. Utilizing IBM punched 
cards, it distributes unit counts into as many as 60 different classifica 
tions at a high rate of speed and sorts basic data at 450 cards a minute 
to provide for further cross-classification Any arrangement of totals 
can be provided, combinations of punches can be edited irrespective of 
punching position and cards can be sorted simultaneously in any sorting 
pattern desired Intermediate card handling and card processing on 
other machines are eliminated. Available in small and large capacities, 
the electronic statistical machine permits the preparation of compre 


hensive analyses heretofore impracticable to produce 


The new IBM proof machine for handling bank checks, sales slips 
and similar documents consolidates the four principal functions of sort 
ing, listing. proving and endorsing into one simple operation. Checks 


or other items may be sorted into as many as 32 


distributions auto 
matically, a detail tape listing being provided for each classification as 
well as a control tape on which all items are listed in their original 
sequence. There is complete flexibility in adapting either debit or 
credit counters, deposits are proved by visual or automatic group balan 
ing and checks are endorsed or identified automatically Additional 
features include repeat, subtract and non-add keys, progressive totalling 
providing sub-totals on all counters, and automatic light signals and 
other functional controls All features are available also in a smaller 


model with 24 distribution capacity 


The IBM consecutive spacing time recorder is a small, flexible 
machine which may be used as a job cost recorder, an attendance time 
recorder or a combination of the two. Time cards are inserted and 


imprinted by one-hand automatic-trip operation, with the date, AM or 


PM and the hour and minute. Pressure-type printing gives registra 


tions of uniform density which are clear and easy to read. Each reg- 
istration is automatically spaced immediately beneath the one preced- 
ing, no matter how complex the schedule. There is no chance of over 


printing or printing a record in the wrong place on the card 
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